i

Company to qualify as a REIT with respect to its 1999 taxable year. See Note 15 for a further
discussion of the Company’s Senior Bank Credit Facility.

In a further attempt to address the capital and liquidity constraints facing the Company and
Operating Company, as well as concerns regarding the corporate structure and management of the
Company, management elected to pursue strategic alternatives for the Company, including a
restructuring led by a group of institutional investors consisting of an affiliate of Fortress
Investment Group LLC and affiliates of The Blackstone Group (“Fortrcss/Blackstonc”) Shnrtly
after announcing the proposal led by Fortress/Blackstone, the Company received an unsolicited
proposal from. Pacific Life Insurance Company (“Pacific Life”). Fortress/Blackstone elected not to
match the terms of the propasal from Pacific Life. Consequently, the securities purchase agreement
with Fortress/Blackstone ‘was terminated, and the Company entered into an agreement with Pacific
Life. The Pacific Life securities purchase agreement was mutually terminated by the parties after
Pacific Life was unwilling to confirm that a waiver and amendment of the Senior Bank Credit
Facility obtained in June 2000 satisfied the terms of the agreement with Pacific Life. The Company
also terminated the services of one of its’ ﬁnanc:al advisors. - See Note 21 for further mfarmanon':
regardmg the Company 52001 settlement of dispiztes arising from 1ts prevzous agreements w1th
Fortress/ﬁlackstene Pac;ﬁc Life, and the Company § ﬁnanclai adv:sor o

Consequenﬂy, the: Cempany determmed to pursue a comprehf:nswe restmc‘amng without a th1rd~:
party equity investment, and approved a series of agreements providing for the comprehenswe
restructuring of the Company. As further discussed in Note 15, the Restructuring included
obtaining amendments to, and a waiver of existing defaults under, the Company’s Senior Bank
Credit Facility in. June 2000 (the “June 2000 Waiver and Amendment”). The June 2000 Waiver and
Amendment resulted from the financial condition of the Company and Operating Company, the
transactions undertaken by the Company and Operating: Company in an attempt to resolve the
liquidity. 1ssues. of ‘the Cempany and Operating Company, and the previously announced

R '_.:restmctunng transactions. . In. obtaining the ' June . 2000 Waiver and Amcndment, the Ccmpany- N

" agreed to cemp‘iete cerfain transactions wluch were: mccrparated as covenants to the: June 2000 -

Waiver and Amendment. Pursuant to ‘these requirements, the Company was obhgated to complete
the Restructuring, including the Operating Company Merger, as further discussed in Note 3; the
amendment of its charter to remove the requirements that it elect to be taxed as a REIT commencing
with its 2000 taxable year, as fnﬁher discussed in Note 16; the restructuring of management and'the
‘distribution of shares of Series B Cumulative Convertible Preferred Stock, $0.01 par value per share
(the “Series: B ?referred ‘Stock™, in saﬁsfacﬂen of the Company’s - remaining 1999 REIT
distribution’ requirement, as further. discussed in Notes 14 and 19. As further discussed in Note 3,
the June 2000 Waiver and Amendment also perfmtted the acquisitions of PMSI and JJFMSL The
Restructuring provided for a simplified corporate and financial structure while eliminating conflicts
arising out of the landlord-tenant and debtor-creditor relationship that existed between the Cemgauy
and Operating Company.

In order to address existing and potential events of default under the Company’s convertible
subordinated notes resulting from the Company’s financial condition and as a result of the proposed
restrucmnngs during the second quarter of 2000, the Company obtained watvers and amendments
to the provisions of the note purchase agreements governing the notes, as further discussed in Note
15. In order to address existing and potential events of default under the Operating Company’s
revolving credit facility resulting from the financial condition of Operating Company and certain
restructuring transactions, during the first quarter of 2000, Operating Company obtained a waiver of
events of default, as further discussed in Note 15.
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During the third quarter of 2000, the Company named a new president and chief executive officer,
followed by a new chief financial officer in the fourth quarter. At the Company’s 2000 annual
meeting of stockholders held during the fourth quarter of 2000, the Company’s stockholders elected
a newly constituted board of directors of the Company, including a majority of independent
directors. During 2001, one of these directors resigned from the board of directors, while two
additional directors were appointed to the board of directors, resulting in a ten-member board.

Following the completion of the Operating Company Merger and the acquisitions of PMSI and
JIFMSI, during the fourth quarter of 2000, the Company’s new management conducted strategic
assessments; developed a strategic operating plan fo improve the Company’s financial position;
developed revised projections for 2001; and evaluated the utilization of existing facilities, projects
under development, excess land parcels, and identified certain of these non-strategic assets for sale.
As a result of these assessments, the Company recorded non-cash impairment losses totaling $508.7
million, as further discussed in Note 8.

As further discussed in Note 13, éurmg the fourth quarter of 2000, the Company obtained a consent
and amendment to its Senior Bank Credit Facility to replace existing financial covenants. During
the first quarter of 2001, the Company also obtained amendments to the Senior Bank Credit
Facility, as further discussed in Note 15, to modify the financial covenants to take into consideration
any loss of EBITDA, or earnings before interest, taxes, depreciation and amortization, as further
defined in the terms of the Senior Bank Credit Facility, that may result from certain asset
dispositions during 2001 and subsequent periods and to permit the issuance of indebtedness in
partial satisfaction of its obligations in the stockholder litigation settlement. Also, during the first
quarter of 2001, the Company amended the provisions to the note purchase agreement governing its
$30.0 million convertible subordinated notes to replace previously existing financial covenants, as
further discussed in Note 15, in order to remove existing defaults and attempt to remain in
comphance durang 2001 and subsequcnt pemods

Addltlonaliy, i:he Company aiso ‘has’ certam non’ﬁnancxal covenants ‘which must be met in order to-
~ remain in compliance with its debt agreements. For example, the Company's Senior Bank Credit
Facility contained a non-financial covenant requiring the Company to consummate the
securitization of lease payments (or other similar tfransaction) with respect to the Company's
Agecroft facility located in Salford, England. On April 10, 2001, the Company consummated the
Agecroft transaction through the sale of all of the issued and outstanding capital stock of Agecroft
Properties, Inc., a wholly-owned subsidiary of the Company, thereby fulfilling the Company's
covenant requirements with respect to the Agecroft transaction.

The Senior Bank Credit Facility also contains a non-financial covenant requiring the Company to
provide the lenders with audited financial staternents within 90 days of the Company's fiscal year
end, subject to an additional five-day grace period. Due to the Company's attempts to close the
Agecroft transaction discussed above, the Company did not provide the audited financial statements
within the required time period. However, the Company obtained a waiver from the lenders under
the Senior Bank Credit Facility of this financial réporting requirement. This waiver also cured the
resulting cross-default under the Company’s $41.1 million convertible subordinated notes.

Additional non-financial covenants, among others, included a requirement to use commercially
reasonable efforts to (i) raise $100.0 million through equity or asset sales (excluding the
securitization of lease payments or other similar transaction with respect to the Agecroft facility) on
or before June 30, 2001, and (ii) register shares into which the $41.1 million convertible
subordinated notes are convertible.  The Company had considered a distribution of rights to
purchase common or preferred stock to the Company’s existing stockholders, or an equity
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investment in the Company from an outside investor. However, the Company determined that it
was not commercially reasonable to issue additional equity or debt securities, other than those
securities for which the Company had already contractually agreed to issue, including primarily the
issuance of shares of the Company’s common stock in connection with the settlement of the
Company’s stockholder litigation, as more fully discussed in Note 21. Further, as a result of the
Company’s restructuring during the third and fourth quarters of 2000, prior to the completion of the
audit of the Company’s 2000 financial statements and the filing of the Company’s Annual Report
on Form 10-K for the year ended December 31, 2000 with the Securities and Exchange Commission
(the “SEC”) on April 17, 2001, the Company was unable to provide the SEC with the requisite
financial information required to be included in a registration statement. Therefore, even if the
Company had been able to negotiate a public or private sale of its equity securities on commercially
reasonable terms, the Company’s inability to obtain an effective registration statement with respect
to such securities prior to April 17, 2001 would have effectively prohibited any such transaction.

Moreover, the terms of any private sale of the Company’s equity securities likely would have
included a requirement that the Company register with the SEC the . resale of the Company’s
securities. issued 1o ‘a private purchaser thereby also. making it-impossible to compléte any private:
issuance of its securities. Due to the fact that the Company would have been unable to obtain an
effective reg:stratmn statement, and therefore, would have been unable to effect any pubhc issuance’
of its securities (or any private sale that included the nght of resale), any actions prior to April 17,
2001 to complete a capital raising event through the sale of equity or debt securities would have
been futile.

Although the Company would technically have been able to file a registration statement with the
SEC following April 17, 2001, the Company believes that various market factors, including the
depressed market price of the Company’s common stock immediately preceding April 17, 2001, the
pending reverse stock split required to maintain the Company’s continued New York Stock
Exchange (“NYSE”) listing, and the uncertainty regarding the Company’s maturity of the revolving
loans: under the Senior Bank Credit Facailty, made ﬂ}e issuance: of additmuai equity or’ dcbt_
secunues commercaaiiy unreasonable B o S

Because the issuance of additional equity or debt securities was deemed unreasonable, the Company
determined that the sale of assets represented the most effective means by which the Company
could satisfy the covenant. During the first and second guarters of 2001, the Campany completed
the sale of its Mountain View Correctional Facility for approximately $24.9 million and its Pamlico
Correctional Facility for approximately $24.0 million, respectively. During the fourth quarter of
2001, the Company completed the sale of its Southern Nevada Women’s Correctional Facility for
approximately $24.1 million, and is actively pursuing the sales of additional assets. See Note 9 for
further discussion of these sales. As a result of the foregoing, the Company believes it
demonstrated commercially reasonable efforts to complete the $100.0 million capital raising event
as of June 30, 2001. Under terms of the December 2001 Amendment and Restatement to the Senior
Bapk Credit Facility, as defined in Note 15, the Company’s obligation to complete the capital
raising event was removed.

Following the filing of the Company’s Form 10-K in April 2001, the Company commenced
negotiations with MDP Ventures IV LLC and affiliated purchasers (collectively, “MDP”), the
holders of the Company’s $41.1 million convertible subordinated notes, with respect to an
amendment to the registration rights agreement to defer the Company’s obligations to use its best
efforts to file and maintain the registration statement to register the shares into which the $41.1
million convertible notes are convertible. MDP later informed the Company that it would not
complete such an amendment. As a result, the Company completed and filed a shelf registration
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statement with the SEC on September 13, 2001, which became effective on September 26, 2001, in
compliance with this obligation.

The revolving loan portion of the Senior Bank Credit Facility was to mature on January 1, 2002. As
part of management’s strategic operating plan to improve the Company’s financial position, the
Company committed to a plan of disposal for certain long-lived assets. During 2601, the Company
received net proceeds of approximately $138.7 million through the sale of such assets. During
2001, the Company paid-down $189.0 million in total debt through a combination of cash generated
from asset sales and internally generated cash. Additionally, assets with an aggregate carrying
value of $22.3 million were held for sale as of December 31, 2001. The Company may also pursue
the sale of additional assets; however, there can be no assurance that any sales will be completed.
The Company expects to use anticipated proceeds from any such future asset sales to pay-down
additional amounts outstanding under the Senior Bank Credit Facility.

The Company believes that utilizing sale proceeds to pay-down debt and the generation of $138.6
million ‘of operating income during 2001 has- improved its leverage ratios and overall financial
posmon whmh has improved its ability to renew and refinance maturing mdebtadness

As further. dlscussed in Note 15, in December 2001, the Campany completed an amendment and
restatement of its existing Senior Bank Credit Fac:lhty (the “December 2001 Amendment and
Restatement™). As part of the December 2001 Amendment and Restatement, the existing $269.4
million revolving portion of the Senior Bank Credit Facility, which was scheduled to mature on
January 1, 2002, was replaced with a term loan of the same amount maturing on December 31,
2002, to coincide with the maturity of the other loans under the Senior Bank Credit Facility.

The Company believed, and continues to believe, that a short-term extension of the revolving
portion of the Senior Bank Credit Facility was in its best interests for a longer-term financing
strategy; particularly due to difficult market conditions for the issuance of debt securities following,
-~ the terrorist attacks on Scptember 11, 2001, and dunng the fourth quarter of 2001. Additionally, the
Company believed that certain terms of the December 2001 Amendment and Restatement,

including primarily the removal of prior restrictions to pay cash dividends on shares of its Series A
Preferred Stock, including all dividends in arrears, as further discussed in Notes 14 and 19, would
result in an improvement to its credit ratings, enhancmg the terms of a more comprehensive
refinancing. Further, the Company believes that the successful pursuit of additional transactions
that would not be completed by January 1, 2002, such as the sale of additional assets and a potential
contract award from the Federal Bureau of Prisons (“BOP”) for 1,500 inmates under the BOP’s
Criminal Alien Requirement II, or CAR II, could improve the terms of a more comprehensive
refinancing.

Management has prepared financial projections for 2002, which indicate the Company will continue
to temain compliant with its debt covenants. In addition, management continues to pursue
additional asset sales and new contract awards. Based upon these additional factors, management
has begun pursuing alternatives to refinance the Senior Bank Credit Facility scheduled to mature
December 31, 2002. The Company believes that it will be able to complete a refinancing of the
Senior Bank Credit Facility during the first half of 2002 through senior secured bank debt or
through a combination of senior secured bank debt and senior unsecured debt even without the sale
of additional assets or the BOP contract award. However, there can be no assurance that the
Company will be able to meet its financial projections for 2002, sell additional assets, obtain a new
contract from the BOP or complete a refinancing of the Senior Bank Credit Facility prior to its
maturity on December 31, 2002, on commercially reasonable or any other terms. Unsuccessful
attempts to refinance the Senior Bank Credit Facility, or events of default which result in the
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acceleration of all or a portion of the Company’s outstanding debt, would have a material adverse
effect on the Company’s Hquidity and financial position. The Company does not have sufficient
workmg capital resources to satisfy its debt obligations i in the event it cannot complete a refinancing
prior to December 31, 2002.

Due to certain cross-default provisions contained in certain of the Company's debt instruments (as
further discussed in Note 15), if the Company were to be in default under the Senior Bank Credit
Facility and if the lenders under the Senior Bank Credit Facility elected to exercise their rights to
accelerate the Company’s obligations under the Senior Bank Credit Facility, such events could
result in the acceleration of all or a portion of the outstanding principal amount of the Company’s
$100.0 million senior notes or the Company’s aggregate $70.0 million convertible subordinated
notes, which would have a material adverse effect on the Company’s liquidity and financial
position. Additionally, under the Company’s $40.0 million convertible subordinated notes, even if
the lenders under the Senior Bank Credit Facility did not elect to exercise their acceleration rights
upon a default under the Senior Bank Credit Facility permitting acceleration, the holders of the
$40.0 million convertible subordinated notes could require the Company to. repumhasc such notes.

The {Zompany does not have sufficient wcarkmg capital to satisfy its debt obligations in the event: of
an acceieratton ef ali ora substant;ai portion of the Company’s outstanding indebtedness. '

MERGER TRANSACTI‘ONS
The 1999 Merger

On December 31, 1998, immediately prior to the 1999 Merger, Old CCA sold to Operating
Company all of the issued and outstanding capital stock of certain wholly-owned corporate
subsidiaries of Old CCA, certain management contracts and certain other assets and liabilities, and
the Company and Operating Company entered into a series of agreements as more-fully described-in.
~Note 6. In exchange, Old CCA received a. $137.0 million promissory note-payable by Operatmg

i Campany (the “CCA. Note”) and 100% of the non-voting common stock of Opcratmg Company.-

The non-voting common stock represented a 9.5% economic interest in Operating Company and
was valued at the implied fair market value of $4.8 million. The Company succeeded to these
interests as a result of the 1999 Merger. The sale to Operating Company generated a deferred gain
of $63.3 million. See Note 6 for discussion of the accounting for the CCA Note, the deferred ; gam
and for discusszon of other rciatwnships between the Company and Operating Company

On Decem_her 31, 1998, 1mmedxatejly_ prior 'io the_ :1999 Merger, Old CCA sold to a newly-created
company, Prison Management Services, LLC ("PMS, LLC"), certain management contracts and
certain other assets and liabilities relating to government-owned adult prison facilities. In exchange,
Old CCA received 100% of the non-voting membership interest in PMS, LLC, valued at the implied
fair market value of $67.1 million. On January 1, 1999, PMS, LLC merged with PMSI and all
PMS, LLC membership interests were converted into a similar class of stock in PMSL The
Company succeeded to this ownership interest as a result of the 1999 Merger. The sale to PMSI
generated a deferred gain of $35.4 million.

On December 31, 1998, immediately prior to the 1999 Merger, Old CCA sold to a newly-created
company, Juvenile and Jail Facility Management Services, LLC ("JJFMS, LLC™, certain
management contracts and certain other assets and liabilities relating to government-owned jails and
Jjuvenile facilities, as well as Old CCA’s international operations. In exchange, Old CCA received
100% of the non-voting membership interest in JJFMS, LLC valued at the implied fair market value
of $55.9 million. On January 1, 1999, JJFMS, LLC merged with JJFMSI and all JIFMS, LLC
membership interests were converted into a similar class of stock in JJFMSI. The Company

F-18




succeeded to this ownership interest as a result of the 1999 Merger. The sale to JJFMSI generated a
deferred gain of $18.0 million.

On December 31, 1998, Old CCA merged with and into New Prison Realty. In the 1999 Merger,
each share of Old CCA’s common stock was converted into the right to receive 0.875 share of New
Prison Realty’s common stock, On January 1, 1999, Old Prison Realty merged with and into New
Prison Realty in the 1999 Merger. In the 1999 Merger, Old Prison Realty shareholders received 1.0
share of common stock or'8.0% Series A Cumulative Preferred Stock (“Series A Preferred Stock™)
of the Company in exchange for each Old Prison Realty common share or 8.0% Series A
Cumuiative?referred Share :

The first step of: the 1999 Merger was accounted for as a reverse acquisition of New Prison Reaity
by old CCA, with the second step of the 1999 Merger representing an acquisition of Old Prison
Realty by New Prison Realty. As such, Old CCA's assets and liabilities have been carried forward
at: historical cast -and the provisions of réverse acquisition accounting prcscnbe that Old CCA’s
‘historical ﬁnan ia
'}anuary 1, .1999. The. hlstorzcal equity section of the financial statements and earnings. per. share
*have been. retroactively restated to reflect. thﬁ Company’s equity structure mciudmg the sxchange; .
-ratio and the ¢ffects of the’ dszerences in par values of the respective companies' common stock:
However, Old Prison’ Rea]ty’s assets and liabilitiés acquired in the second step of the 1999 Merger
have: heen recorded at their estimated fair market value, as required by Accounting Principles Board
Opinion No. 16, “Business Combinations” (“APB 16”).

The 21300 -Operatin-g -Company Merger and Restruc-turing Transactions

In order to address: hquidlty and capital consu'amts the Company entered into a series of
agreements. prow{img for the com;;rehensave restmcnmng of the Company As a part of this-
: 'Restmctunng, ‘the Company ‘éntered into’ an agreement. and. pi&n of merger- wath Operanng S

e Company, dated as of. }tmc 30, 2000, promdmg for the (}peratmg Company Merger.

Effective October 1, 2000, New Prison Realty and Operating Company completed the Operating
Company Merg@r in accordance with an agreement and plan of merger, after New Prison Realty's
stockholders approved the' agreement and plan of: METger on. Septcmb@r 12,2000, In’ connectmn_
with the campicﬁan of the Operatmg Cempany Merger New: Prison Realty amended its charter to,

ameng other thmgs -

s remove provisions relating to its qualification as a REIT for federal income tax purposes
commencing with its 2000 taxable year,

¢ change its name to "Corrections Corporation of America,” and

¢ increase the amount of its authorized capital stock.

Following the completion of the Operating Company Merger, Operating Company ceased to exist,
and the Company and its wholly-owned subsidiary began operating collectively under the
"Corrections Corporation of America” name. Pursuant to the terms of the agreement and plan of
merger, the Company issued approximately 0.8 million shares (as adjusted for the reverse stock split
in May 2001} of its common stock valued at approximately $10.6 million to the holders of
Operating Company's voting common stock at the time of the completion of the Operating
Company Merger.

statements be prescnted as the Company's historical financial. statefrrmnts ‘prior; 0



On October 1, 2000, immediately prior to the completion of the Operating Company Merger, the
Company purchased all of the shares of Operating Company's voting common stock held by the
Baron Asset Fund ("Baron") and Sodexho Alliance S.A., a French société anonyme (“Sodexho™),
the holders of approximately 34% of the outstanding common stock of Operating Company, for an
aggregate of $16.0 million in non-cash consideration, consisting of an aggregate of approximately
1.1 million shares of the Company's common stock. In addition, the Company issued to Baron
warrants to purchase approximately 142,000 shares of the Company's common stock at an exercise
price of $0.01 per share and warrants to purchase approximately 71,000 shares of the Company's
comimon stock at an exercise price of $14.10 per share in consideration for Baron's consent to the
Operating Company Merger. The warrants issued to Baron were valued at approximately $2.2
million. In addition, in the Operating Company Merger, the Company assumed the obligation to
issue up to approximately 75,000 shares of its common stock, at an exercise price of $33.30 per
share, pursuant to the exercise of warrants to purchase common stock previously issued by
Operating Company. The number of common shares and per share amounts described above have
been retroactively restated to reflect the reduction in common shares and corresponding increase in
the per share amounts resulting from the reverse stock split in May 2001, as further dlscussed in
Note 5;

Also on October 1, 2000, immediately prior to the Operating Company Merger, the Company
purchased an aggregate of 100,000 shares of Operating Company's voting common stock for
$200,000 cash from D. Robert Crants, I1I and Michael W. Devlin, former executive officers and
directors of the Company, pursuant to the terms of severance agreements between the Company and
Messrs. Crants, III and Devlin. The cash proceeds from the purchase of the shares of Operating
Company's voting common stock from Messrs. Crants, III and Devlin were used to immediately
repay a like portion of amounts outstanding under loans previously granted to Messrs. Crants, 111
and Devlin by the Company. The Company also purchased 300,000 shares of Operating Company's
voting common stock held by Doctor R. Crants, the former chief executive officer of the Company.
-and Operating Company, for $600,000 cash. Under the original terms of the sevérance agreements

& -'between the Company and each of Messrs. Crants, 11l and Devlin, Operating: Company was to make-

a $300,000 payment for the purchase of a portion of the shares of Operating Company's voting
common stock originally held by Messrs. Crants, Il and Devlin on December 31, 1999. However,

as a result of restrictions on Operating Company's ability to purchase these shares, the rights and
obligations were assxgned to.and assumed by Doctor R. Crants. In connection with this assignment,

M. Crants received a-loan in the aggregate principal amount of $600,000 from PMSI, the proceeds
of which were used to purchase the 300,000 shares of Operating Company's voting common stock
owned by Messrs: Crants, IIl and Devlin. The cash proceeds from the purchase by the Company of
the shares of Operating Company's voting common stock from Mr. Crants were used to
immediately repay the $600,000 loan previously granted to Mr. Crants by PMSI.

The Operating Company Merger was accounted for using the purchase method of accounting as
prescribed by APB 16. Accordingly, the aggregate purchase price of $75.3 million was allocated to
the assets purchased and liabilities assumed (identifiable intangibles included a workforce asset of
approximately $1.6 million, a contract acquisition costs asset of approximately $1.5 million and a
contract values liability of approximately $26.1 million) based upon the estimated fair value at the
date of acquisition. The aggregate purchase price consisted of the value of the Company's common
stock and warrants issued in the transaction, the Company's net carrying amount of the CCA Note
as of the date of acquisition (which has been extinguished), the Company's net carrying amount of
deferred gains and receivables/payables between the Company and Operating Company as of the
date of acquisition, and capitalized merger costs. The excess of the aggregate purchase price over
the assets purchased and liabilities assumed of $87.0 million was reflected as goodwill. See Note 4
regarding amortization of the Company's intangibles.
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As a result of the Restructuring, all existing Operating Company Leases, the Tenant Incentive
Agreement, the Trade Name Use Agreement, the Right to Purchase Agreement, the Services
Agreement and the Business Development Agreement (each as defined in Note 6) were cancelled.
In addition, all outstanding shares of Operating Company's non-voting common stock, all of which
shares were owned by the Company, were cancelled in the Operating Company Merger.

In connection with the Restructuring, in September 2000 a wholly-owned subsidiary of PMSI
purchased 85% of the outstanding voting common stock of PMSI which was held by Privatized
Management Services Investors, LLC, an outside entity controlled by a director of PMSI and
members of the director’s family, for a cash purchase price of $8.0 million. In addition, PMSI and
its wholly-owned subsidiary paid the chief manager of Privatized Management Services Investors,
LLC $150,000 as compensation for expenses incurred in connection with the transaction, as well as
$125,000 in consideration for the chief manager's agreement not to engage in a business
competitive to the business of PMSI for a period of one yeat following the completion of the
transaction. Also in ‘connection with the Restructuring, in September 2000 a wholly-owned
suhsadaary of JJFMSI purchased 85% of the outstanding voting common stock of JJFMSI which
was held by Corrﬁcnonai_ Services Investors LLC, an outside entity controlled by a director -of
JIFMSI, for a cash purchase price of $4.8 million. In addition, JIFMST and its wholly-owned
submd:ary paid the chief manager of Correctional Services Investors, LLC $250,000 for expenses
incurred in connection with the transaction. -

As a result of the acquisitions of PMSI and JJFMSI on December 1, 2000, all shares of PMSI and
JJFMSI voting and non-veting common stock held by the Company and certain subsidiaries of
PMSI and JJFMSI were cancelled. In connection with the acquisition of PMSI, the Company
issued approximately 128,000 shares of its common stock (as adjusted for the reverse stock split in
May 2001) valued at apprommately $0.6 million to the wardens of the correctional and detention
facﬁu:zes nperatcd by PMSI whe were the remammg shareholders of PMSI Shares of the

_:'-'provzsmns tmder a restncted stock pian in cmmectmn w1th the. acquzsatwn of }JFMSI the-
Company issued appmmmately 160,000 shares of its common stock (as adjusted for the reverse
stock split in May 2001} valued at approximately $0.7 million to the wardens of the correctional and
detention facilities operated by JIFMSI who were the remaining shareholders of JJFMSI. Shares of
the Company's common stock owned- by the JJFMSI wardens are subject to vesting and forfeiture
provisions under a restnctcd stock plan.

The acquisition of PMSI was accounted for using the purchase method of accounting as prescribed
by APB 16. Accordingly, the aggregate purchase price of $43.2 million was allocated to the assets
purchased and liabilities assumed (identifiable intangibles included a workforce asset of
approximately $0.5 million, a contract acquisition costs asset of approximately $0.7 million and a
contract values asset of approximately $4.0 million) based upon the estimated fair value at the date
of acquisition. The aggregate purchase price consisted of the net carrying amount of the Company's
investment in PMSI less the Company's net carrying amount of deferred gains and
receivables/payables between the Company and PMSI as of the date of acquisition, and capitalized
merger costs. The excess of the aggregate purchase price over the assets purchased and liabilities
assumed of $12.2 million was reflected as goodwill. See Note 4 regarding amortization of the
Company's intangibles.

The acquisition of JJFMSI was also accounted for using the purchase method of accounting as
prescribed by APB 16. Accordingly, the aggregate purchase price of $38.2 million was allocated to
the assets purchased and liabilities assumed (identifiable intangibles included a workforce asset of
approximately $0.5 million, a contract acquisition costs asset of approximately $0.5 million and a
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contract values liability of approximately $3.1 million) based upon the estimated fair value at the
date of acquisition. The aggregate purchase price consisted of the net carrying amount of the
Company's investment in JIJFMSI less the Company's net carrying amount of deferred gains and
receivables/payables between the Company and JIFMSI as of the date of acquisition, and
capitalized merger costs. The excess of the aggregate purchase price over the assets purchased and
liabilities assumed of $11.4 million was reflected as goodwill. See Note 4 regarding amortization of
the Company's intangibles.

As a part of the Restructuring, CCA (UK) Limited, a company incorporated in England and Wales
("CCA UK") and a wholly-owned subsidiary of JJFMSI, sold its 50% ownership interest in two
international subsidiaries, Corrections Corporation of Australia Pty. Ltd., an Australian corporation
("CCA Australia"), and UK. Detention Services Limited, a company incorporated in England and
Wales ("UKDS"), to Sodexho on November 30, 2000 and December 7, 2000, respectively, for an
aggregate cash purchase price of $6.4 million. Sodexho already owned the remaining 50% interest
in each of CCA Australia and UKDS. The purchase price of $6.4 million included $5.0 million for
the purchase of UKDS and $1.4 million for the purchase of CCA Australia. JJFMST's book basis in
UKDS was $3.4 million, which resulted in a $1.6 million gain in the fourth quarter of 2000.
JJEMST's book basis in CCA Australia was $5.0 million, which resulted in a $3.6 million loss,
which was recognized as a loss on sale of assets during the third quarter of 2000. In connection
with the sale of CCA UK's interest in CCA Australia and UKDS to Sodexho, Sodexho granted
JJIFMSI an option to repurchase a 25% interest in each entity at any time prior to September 11,
2002 for aggregate cash consideration of $4.0 million if such option is exercised on or before
February 11, 2002, and for aggregate cash consideration of $4.2 million if such option 1s exercised
after February 11, 2002 but prior to September 11, 2002. These options were terminated during the
second quarter of 2001.

The following unaudited pro forma operating information presents a summary of comparable results
of combined operations of the Company, ‘Operating Company, PMSI and JJFMSI for the vears - -

* ended December 31, 2000 and 1999 as if the Operating Company Mergér and acquisitions of PMSI

and JJFMST had collectively occurred as of the beginning of the periods presented. The unaudited
information includes the dilutive effects of the Company’s common stock issued in the Operating
Company Merger -and the acquisitions of PMSI and JIFMSI as well as the amortization of the
intangibles recorded in the Operating Company Merger and the acquisition of PMSI and JJEMSL
but excludes: (i) transactions or the effects of transactions between the Company, Operating
Company, PMSI and JIFMSI including rental payments, licensing fees, administrative service fees
and tenant incentive fees; (ii) the Company’s write-off of amounts under lease atrangements; (iii)
the Company’s recognition of deferred gains on sales of contracts; (iv) the Company’s recognition
of equity in earnings or losses of Operating Company, PMSI and JIF MSI; (v) non-recurring merger
costs expensed by the Company; (vi) strategic investor fees expensed by the Company; (vii) excise
taxes accrued by the Company in 1999 related to ifs status as a REIT; and (viii} the Company’s
provisions for changes in tax status in both 1999 and 2000. The per share amounts have also been
retroactively restated to reflect the one-for-ten reverse stock split of the Company’s common stock
in May 2001. The unaudited pro forma operating information is presented for comparison purposes
only and does not purport to represent what the Company’s results of operations actually would
have been had the Operating Company Merger and acquisitions of PMSI and JJFMSI, in fact,
collectively occurred at the beginning of the periods presented.




Pro Forma for the Year Ended
December 31,

2000 1999
{unaudited) (unaudited)
{in thousands, except per share data)
Revenue $ 891,680 $ 782,335
Operating loss 3 {481,026) $ {10,167)
Net loss available to common stockholders b3 (578,174) by {57,844)
Net loss per common share:
Basic § (39.04) 3 {4.23)
Diluted $ (39.04) 3 (4.23)

The unaudited pro forma information presented above does not include adjustments to reflect the
dilutive effects of the fourth quarter of 2000 conversion of the Company’s Series B Preferred Stock
into approximately 9.5 million shares of the Company’s common stock {as adjusted for the reverse
stock split in May 2001) as if those conversions occurred at the beginning of the periods presented.

Additionally, the unaudited pro ‘forma information does not include.the dilutive effects of the
Company’s potentlaiiy issuable common shares such ‘as convertible debt and equity securities,

options:and warrants as the ‘provisions of Statement of Financial Accountmg Standards No. 128,
“Earnings Per Share” (“SFAS 128”) prohibit the inclusion of the effects of potentially issuable
shares n periods that a company reports losses. from continuing operations. The unaudited pro
forma information also does not include the dilutive effects of the expected issuance of an aggregate
of approximately 4.7 million shares of the Company’s common stock (as adjusted for the reverse
stock split in May 2001) in connection with the settlement of the Company’s stockholder litigation.

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
Basis of Presentatmn

'The combmed and consmhdated ﬁnanczal statemmts mclude the accounts of the Cempany on a'-
consolidated basis with its wholly-owned subsidiaries as of and for each period presented. The
Company's results of operations for 1999 reflect the operating results of the Company as a REIT.
‘Management. behev&s the comparison between 2001 and 2000, and between 2000 and prior years is
not meaningful because the 2000 financial condition, results of operations and cash flows reflect the
operation of the Company as a subchapter C corporation, which, for the period from January 1,
2000. through September 30, 2000, included real estate activities between the Company and
Operating Company during a period of severe liquidity problems, and as of October 1, 2000, also
includes the operations of the correctional and detention facilities previously leased to and managed
by Operating Company. In addition, the Company’s financial condition, results of operations and
cash flows as of and for the year ended December 31, 2000 also include the operations of the
Service Companies as of December 1, 2000 (acquisition date) on a consolidated basis. For the
period January 1, 2000 through August 31, 2000, the investments in the Service Companies were
accounted for and were presented under the equity method of accounting. For the period from
September 1, 2000 through November 30, 2000, the investments in the Service Companies were
accounted for on a combined basis due to the repurchase by the wholly-owned subsidiaries of the
Service Companies of the non-management, outside stockholders” equity interest in the Service
Companies during September 2000. The resulting increase in the Company’s assets and liabilities
as of September 1, 2000 as a result of combining the balance sheets of PMSI and JJFMSI has been
treated as a non-cash transaction in the accompanying combined statement of cash flows for the
year ended December 31, 2000, with the September 1, 2000 combined cash balances of PMSI and
JIFMSI ($22.0 million) included in “cash and cash equivalents, beginning of year.” Consistent with
the Company’s previous financial statement presentations, the Company has presented its economic
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interests in each of PMSI and JJEMSI under the equity method for all periods prior to September 1,
2000. Al material intercompany transactions and balances have been eliminated in combining the
consolidated financial statements of the Company and its wholly-owned subsidiaries with the
respective financial statemnents of PMSI and JJFMSL

Although the Company’s consolidated results of operations and cash flows presented in the
accompanying 2000 financial statements are presented on a combined basis with the resulis of
operations and cash flows of PMST and JIFMSI for the period from September 1, 2000 through
November 30, 2000, the Company did not control the assets and liabilities of either PMSI or
IIFMSI.  Additionally, the Company was only entitled to receive dividends on its non-voting
common stock upon declaration by the respective boards of directors of PMSI and JJFMSL '

For the entire year 2001, the Company’s consolidated results of operations and cash flows reflect
the results of the Company as a business specializing in owning, operating and managing prisons
and other correctional facilities and providing prisoner transportation services for govemnmental
agencies, S e =

Cash -._a;ntfi_' Casﬁ'Eﬁﬁivaients
The Company considers all liquid debt instruments with a maturity of three months or less at the
time of purchase to be cash equivalents,

Restricted Cash

Restricted cash at December 31, 2001 was $12.5 millien, of which $7.0 million represents cash
collateral for a guarantee agreement and $5.5 represents cash collateral for outstanding letters of
credit. . Restricted. cash at December 31, 2000 was $9.2 million, of which $7.0 million. represents.

- .cash collateral for a guarantee agreement and $2:2 ‘million represents cash collateral for outstanding

o letters of credit.

Property and Equipment

Property and equipment is carried at cost.  Assets acquired by the Company in conjunction with
acquisitions are recorded at estimated fair market value in accordance with the purchase method of
accounting prescribed by APB 16. Betterments, renewals and extraordinary repairs that extend the
life of an asset are capitalized; other repair and maintenance costs are expensed. Interest is
capitalized to the asset to which it relates in connection with the construction of major facilities.
The cost and accumulated depreciation applicable to assets retired are removed from the accounts
and the gain or loss on disposition is recognized in income. Depreciation is computed over the
estimated useful lives of depreciable assets using the straight-line method. Usefitl lives for property
and equipment are as follows:

Land improvements 5 —20 years

Buildings and improvements 5 — 50 years

Equipment 3 — 5 years

Office furniture and fixtures 5 years
Assets Held for Sale

Assets held for sale are carried at the lower of cost or estimated fair value less estimated cost to sell.
Depreciation is suspended during the period held for sale.
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Intangible Assets

Intangible assets primarily include goodwill, value of workforce, contract acquisition costs, and
contract values established in connection with certain business combinations. Goodwill represents
the cost in excess of the net assets of businesses acquired. Goodwill is amortized into amortization
expense over fifteen years using the straight-line method. However, as further discussed under
recent accounting pronouncements herein, goodwill will no longer be subject to amortization
beginning January 1, 2002. Value of workforce, contract acquisition costs (both included in other
non-current assets in the accompanying consolidated balance sheets) and contract values (included
in other non-current liabilities in the accompanying consolidated balance sheets) represent the
estimated fair values of the identifiable intangibles acquired in the Operating Company Merger and
in the acquisitions of the Service Companies. Value of workforce is amortized into amortization
expense over estimated useful lives ranging from 23 to 38 months using the straight-line method.
Coniract acquisition costs and contract values are generally amortized into amortization expense
using the interest method over the lives of the related management contracts acquired, which range
from three to 227 months: - The Company -evaluates the realizability of the carrying value of its
intangible assets when events suggest that an impairment may have occurred. The Company
determines if a potential impairment of intangible assets exists based on the estimated undiscounted
value of expected future operating cash flows in relation to the carrying values. The Company does
not believe that impairments of intangible assets have occurred. As further discussed under recent
accounting pronouncements herein, effective January 1, 2002, the Company will test goodwill for
impairment using a fair-value based approach. The Company also periodically evaluates whether
changes have occurred that would require revision of the remaining estimated useful lives of
intangible assets.

Accounting for the Impairment of Long-Lived Assets

In accordance with Statement of Financial Accounting Standards No. 121, "Accounting:for. the
 Tmpaitment of Long-Lived Asscts and Long-Lived Assets to be Disposed Of" ("SFAS 121", ‘the
Company evaluates the recoverability of the carrying values of its long-lived assets, other than

intangibles, when events suggest that an impairment may have occurred. In these circumstances,

the Company utilizes estimates of undiscounted cash flows to determine if an impairment exists. If
an impairment exists, it is measured as the amount. by which the carrying amount of the asset

exceeds the estimated fair value of the asset. See Note 8 for discussion of impairment of long-lived

assets.

Investment in Direct Financing Leases

Investment in direct financing leases represents the portion of the Company’s management contracts
with certain governmental agencies that represent capitalized lease payments on buildings and
equipment. The leases are accounted for using the financing method and, accordingly, the
minimum lease payments to be received over the term of the leases less unearned income are.
capitalized as the Company's investments in the leases. Unearned income is recognized as income
over the term of the leases using the interest method.

Investment in Affiliates
Investments in affiliates that are equal to or less than 50%-owned over which the Company cannot
exercise significant influence are accounted for using the equity method of accounting. For the

period from January I, 1999 through August 31, 2000, the investments in the Service Companies
were accounted for under the equity method of accounting. For the period from September 1, 2000
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through November 30, 2000, the investments in the Service Companies are presented on a
combined basis due to the repurchase by the wholly-owned subsidiaries of the Service Companies
of the non-management, outside stockholders’ equity interest in the Service Companies during
September 2000. :

Debt Issuance Costs

Debt issuance costs, which are included in other assets in the consolidated balance sheets, are
amortized into interest expense on a straight-line basis, which is not materially different than the
mterest method, over the term of the related debt.

Deferred Gains on Sales of Contracts

Deferred gains on sales of contracts were generated as a result of the sale of certain management

contracts to Operating Company, PMSI and JEMSL  The Company previously amortized these

. deferred ‘gains into' income in accordance with SEC Staff Accounting Bulletin No. 81, “Gain
Recognition on the Sale of a Business or Operating Asset to a Highly Leveraged Entity.” The
deferred gain from the sale to Operating ‘Company was to be amortized concurrently with the
receipt of the principal payments on the CCA Note, over a six-year period beginning December 31,
2003." As of the date of the Operating Company Merger, the Company had not recognized any of
the deferred gain from the sale to Operating Company. The deferred gains from the sales to PMSI
and JIFMSI had been amortized over a five-year period commencing January 1, 1999, which
represented the average remaining lives of the contracts sold to PMSI and JIFMSI, plus any
contractual renewal options, Effective with the Operating Company Merger and the acquisitions of
PMSIand JJFMSI; the Company applied the unamortized balances of the deferred gains on sales of
contracts in accordance with the purchase method of accounting under APB 16.

© Management and Other Revenue

The Company maintains contracts with certain governmental entities to manage their facilities for
fixed per diem rates or monthly fixed rates. The Company also maintains contracts with various
federal, state and local governmental entities for the housing of inmates in company-owned
facilities at fixed per diem rates. These contracts usually contain expiration dates with renewal
options ranging fromannual to multi-year rencwals. Most of these contracts have current terms that
require renewal every two to five years. -Additionally, most facility management contracts contain
clauses which allow the government agency to terminate a contract without cause, and are generally
subject to legislative appropriations. The Company expects to renew these contracts for periods
consistent with the remaining renewal options allowed by the contracts or other reasonable
extensions; however, no assurance can be given that such renewals will be obtained. Fixed monthly
rate revenue is recorded in the month eamned and fixed per diem revenue is recorded based on the
per diem rate multiplied by the number of inmates housed during the respective period. The
Company recognizes any additional management service revenues when earned. Certain of the
government agencies also have the authority to audit and investigate the Company’s contracts with
them. For contracts that actually or effectively provide for certain reimbursement of expenses, if
the agency determines that the Company has improperly allocated costs to a specific contract, the
Company may not be reimbursed for those costs and could be required to refund the amount of any
such costs that have been reimbursed.
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Rental Revenue

Rental revenues are recognized based on the terms of the Company's leases. Tenant incentive fees
paid to lessees, including Operating Company prior to the Operating Company Merger, have been
deferred and amortized as a reduction of rental revenue over the term of related leases. During
1999, due to Operating Company’s financial condition, as well as the proposed merger with
Operating Company and the proposed termination of the Operating Company Leases in connection
therewith, the Company wrote-off the tenant incentive fees due to Operating Company, totaling
$65.7 million for the year ended December 31, 1999. Tenant incentive fees due to Operating
Company during 2000 totaling $11.9 million were expensed as incurred.

Self -funded Insurance Reserves

The Company is significantly self-insured for employee health, workers’ compensation, and
automobile liability insurance. As such, the Company’s insurance expense is largely dependent on
claims experience and the Company’s ability to control its claims experience. The Company has
consistently accrued the estimated liability for employee health based on its history of claims
experience and time lag between the.incident date and the date the cost is reported to the Company.
The Company has accrued the estimated hability for workers’ compensation and automobile
insurance based on a third-party actuarial valuation of the outstanding liabilities. These estimates
could change in the future,

Income Taxes

Income taxes are accounted for under the provisions of Statement of Financial Accounting
Standards No. 109, "Accounting for Income Taxes" (“SFAS 109"). SFAS 109 generally requires
the Company to record deferred income taxes for the tax effect of differences between book and fax
“bases of its assets and liabilities. For the year ended December 31, 1999, the Company elected to
‘qualify as a REIT under the Internal Revenue Code of 1986, as amended (the "Code”). As a result,
the Company was generally not subject to income tax on its taxable income at corporate rates to the
extent it distributed annually at least 95% of its taxable income to its shareholders and complied
with certain other requirements. Accordingly, no provision was made for income taxes in the
accompanying 1999 consolidated financial statements. The Company's election of REIT status for
the taxable year ended December 31, 1999 is subject to review by the Internal Revenue Service
("IRS"), generally for a period of three years from the date of filing of its 1999 tax return. In
comnection with the Restructuring, on September 12, 2000, the Company’s stockholders approved
an amendment to the Company’s charter to remove provisions requiring the Company to elect to
qualify and be taxed as a REIT for federal income tax purposes effective January 1, 2000. The
Company has been taxed as a taxable subchapter C corporation beginning with its taxable year
ended December 31, 2000.

Prior to the 1999 Merger, Old CCA operated as a taxable corporation for federal income tax
purposes since its inception. Subsequent to the 1999 Merger the Company elected to change its tax
status to a REIT effective with the filing of its 1999 federal income tax return. Although the
Company recorded a provision for income taxes during 1999 reflecting the removal of net deferred
tax assets on the Company’s balance sheet as of December 31, 1998, as a REIT, the Company was
not subject to federal income taxes, so long as the Company continued to qualify as a REIT under
the Code. Therefore, no income tax provision was incurred, nor benefit realized, relating to the
Company’s operations for the year ended December 31, 1999. However, in order to qualify as a
REIT, the Company was required to distribute the accumulated earnings and profits of Old CCA.
See Note 14 for further information. In connection with the Restructuring, the Company’s
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stockholders approved an amendment to the Company’s charter to, among other things, remove
provisions relating to the Company’s operation and qualification as a REIT for federal income tax.
purposes commencmg with its taxable year ended December 31, 2000. The Company recognized
an income tax provision during the third quarter of 2000 for establishing net deferred tax liabilities
in connection with the change in tax status, netof a valuation allowance apphed to-certain deferred
tax assets. The Company expects to continue to operate as a taxable corporation in future years.

As ﬁzrthar ‘described in Note 16, as of December 31, 2001, the Company’s deferred tax assets
totaled approxxmateiy $150. 5 million. Deferred i income taxes reflect the net tax effect of temporary
differences between.the carrying amounts of assets. and liabilities for financial reporting purposes
and the amounts used for income tax purposes, Realization of the future tax benefits related to
deferred tax assets is dcpendent on ‘many factors, including the Company’s ability to generate
taxable income within the net operatmg loss carryforward period. Since the change in tax status in
connection with the Restructuring in 2000, and as of December 31, 2001, the Company has
prcwded a valuation allowance to reserve the deferred tax assets in accordance with SFAS 109.

- "..-.The vahzatwn allowance was reco gmzed based on the weight of available evidence indicating that it

“was more likely than not that the deferred tax assets would not be realized. This evidence pnmaniy ;
conszsted of but was net limited to, recumng opamtmg losses for federal tax purposes. '

The Company 8 assessment of the valua&on aliowance could change in the future. Remcval of the
valuation allowance in whole or in part would result in a non-cash reduction in income tax expense
durmg the period of removal. To the extent no reserve is established for the Company’s deferred
tax assets, the financial statements would reflect a provision for income taxes at the applicable
federai and state tax rates on mcome before taxes.

Fcrelgn Currency Transactmns

: Bunng 2(_}0_@; a Wh@iiy»a . -___ed suhsxdiary af the Company enterﬁd mi:o-_a anyear property iease with

e - Agecroft Prison ‘Management, Ltd. (A M ’) in connection with the construction and deveiopment" '

of the Company’s Agecroft faczhty, located in Salford, England. The Company also extended a
working capital loan to the operator. of this facility.” These assets along with various other short-
term receivables: are -denominated in British pounds; consequently, the Company adjasts these

' r&ceivabies to' thc current: exchange rate at each balance sheet date and recognizes the ‘unrealized
currency. gam or loss in current. penad eammgs Reahzcd forexgn currency gains ‘or losses are
recognized in operating expenses as payments are received. On’ Apnl 10, 2001, the Cempany sold
its interest in the Agecroft facility. However, the Company retained its 50% interest in APM, which
has a management contract for the Agecmft facility. The Company retained and will continue to
record foreign currency transaction gains and losses on the working capital loan.

Fair Value of Derivative and Financial Instruments
Derivative Instruments

The Company may enter into derivative financial instrument transactions in order to mitigate its
interest rate risk on a related financial mmstrument.  The Company accounts for these derivative
financial instruments in-accordance with Statement of Financial Accounting Standards No. 133,
“Accounting for Derivative Instruments and Hedgmg Activities” (“SFAS 133”), which became
effective January 1, 2001. SFAS 133, as amended, requires that changes in a derivative’s fair value
be recognized currently in earnings unless specific hedge accounting criteria are met. The
Company has entered into an interest rate swap agreement on $325.0 million of floating rate debt on
the Senior Bank Credit Facility. The Company has elected not to attempt to meet the hedge
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accounting criteria for the interest rate swap agreement. The Company estimates the fair value of
its interest rate swap agreements using option-pricing models that value the potential for interest
rate swap agreements to become in-the-money through changes in interest rates during the
remaining term of the agreements. A negative fair value represents the estimated amount the
Company would have to pay to cancel the contract or transfer it to other parties.

At December 31, 2001, the Company also had a derivative instrument associated with the issuance
of a $26.1 million promissory note due in 2009. The terms of the note, which allow the principal
balance to fluctuate dependent on the trading price of the Company’s common stock, create a
derivative instrument that is accounted for under the provisions of SFAS 133. As a result of the
extinguishment of the note in full in January 2002, management estimated the fair value of this
derivative to approximate the face amount of the note. The derivative asset offsets the face amount
of the note in the consolidated balance sheet as of December 31, 2001.

Financial Inszruments _

To meet the rﬁpomng xeqmrements of Statemf:nt of Financial Accounung Standards No. 167,
“Disclosures About Fair Value of Fmanmai Instruments”- ("SFAS 107"), the Company calculates the
estimated fair value of financial mstmmants using quoted market prices of similar instruments or
discounted cash flow techniques. At December 31, 2001 and 2000, there were no differences
between the carrying amounts and the estimated fair values of the Company's financial instruments,
other than as follows (in thousands):

December 31,
2001 2000
Carrying Carrying
Amount Fair Value Amount Fair Value
' ’iavestnaentin direct R | R ' B '
financing leases T8 19340 § 22.317 $ 24,877 $ 17,541

Debt $ (963,600 S (974,039) § (1,I52,570) § (844,334)
Interest rate swap agreement $  (13,564) $ (13564 8§ - $ (5.023)

Use of Estimates in ?-?eparation of Financial Statements

The preparatmn of ﬁnancial statements in conforrmty with accounting principles generally accepted
in the United States requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities, and disclosure of contingent assets and liabilities, at the
date of the financial statements and the reported amounts of revenue and expenses during the
reporting period. Actual results could differ from those estimates.

Concentration of Credit Risks

The Company's credit risks relate primarily to cash and cash equivalents, restricted cash, accounts
receivable and investment in direct financing leases. Cash and cash equivalents and restricted cash
are primarily held in bank accounts and overnight investments. The Company's accounts receivable
and investment in direct financing leases represent amounts due primarily from governmental
agencies. The Company's financial instruments are subject to the possibility of loss in carrying
value as a result of either the failure of other parties to perform according to their contractual
obligations or changes in market prices that make the instruments less valuable.
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Approximately 93% of the Company’s revenue for the year ended December 31, 2001 relates to
amounts earned under federal, state and local government management contracts, respectively.
Approximately 28% and 58% of the Company’s revenue was from federal and state governments,
respectively, for the year ended December 31, 2001. Management revenue from the BOP
represents approximately 13% of total revenue for 2001. No other customer generated more than
10% of total revenue.

Comprehensive Income

Statement of Financial Accounting Standards No. 130, “Reporting Comprehensive Income”
establishes standards for reporting and displaying comprehensive income and its components in a
full set of general purpose financial statements. Comprehensive income encompasses all changes in
stockholders’ equity except those arising from transactions with stockholders.

The Company reports comprehensive income in the consolidated statements of stockholders’ equity.
Comprehensive income (loss) was equivalent to the Company's reported net income (loss) for the
years ended Décember 31, 2000 and 1999,

Recent Accounting Pronouncements

In June 2001, the FASB issued Statement of Financial Accounting Standards No. 142, “Goodwill

and Other Intangible Assets” (“SFAS 1427). SFAS 142 addresses accounting and reporting
standards for acquired goodwill and other intangible assets and supersedes Accounting Principles

Board Opinion No. 17, “Intangible Assets”. Under SFAS 142, goodwill and intangible assets with
indefinite useful lives will no longer be subject to amortization, but instead will be tested for
impairment at least annually using a fair-value-based approach. The impairment loss is the amount,

if any, by which the implied fair value of goodwill and intangible assets with indefinite useful lives
. is less than ‘their carrying amounts and is recognized in eamings. - SFAS 142 also requires -
' companies to disclose information about the changes in the carrying amount of goodwill, the
carrying amount of intangible assets by major intangible asset class for those assets subject to

amortization and those not subject to amortization, and the estimated intangible asset amortization

expense for the next five years. As of December 31, 2001, the Company had $104.0 million of

goodwill, net of accumulated amortization of $9.1 million reflected on the accompanying balance

sheet associated with the Operating Company Merger and the acquisitions’ of the Service

Companies completed during the fourth quarter of 2000. The Company does not have any

intangible assets with indefinite useful lives. Amortization of goodwill for the year ended

December 31, 2001 was $7.6 million.

Provisions of SFAS 142 are required to be applied starting with fiscal years beginning after
December 15, 2001. Because goodwill and some intangible assets will no longer be amortized, the
reported amounts of goodwill and some intangible assets (as well as total assets) will not decrease at
the same time and in the same manner as under previous standards. There may be more volatility in
reported income than under previous standards because impairment losses may occur irregularly
and in varying amounts. The impairment losses, if any, that arise due to the initial application of
SFAS 142 resulting from a transitional impairment test applied as of January 1, 2062, will be
reported as a cumulative effect of a change in accounting principle in the Company’s statement of
operations during the first quarter of 2002, Although the amount of impairment losses, if any, has
not yet been determined, the initial application of SFAS 142 could have a material effect on the
Company’s financial statements.




In August 2001, the FASB issued Statement of Financial Accounting Standards No. 144,

“Accounting for the Impairment or Disposal of Long-Lived Assets” (“SFAS 144”). SFAS 144
addresses financial accounting and reporting for the impairment or disposal of long-lived assets and
supersedes SFAS 121, and the acceuntmg and reporting provisions of APB Opinion No. 30,

“Reporting the Resuiis of Operations — Reporting the Effects of Disposal of a Segment of a
Business, and Extraordinary, Unusual and Infrequently Occurring Events and Transactions”, for the
disposal of a segment of a business (as previously defined in that Opinion). SFAS 144 retains the
fundamental provisions of SFAS 121 for recognizing and measuring impairment losses on long-
lived assets held for use and long-lived assets to be disposed of by sale, while also resolving
significant implementation issues- associated with SFAS 121. Unlike SFAS 121, however, ‘an
impairment assessment under SFAS 144 will never result in a write-down of goodwﬁl Rather,

goodwill is evaluated for impairment under SFAS 142. The provisions of SFAS 144 are effective
for financial statements issued for fiscal years begmmng after December 15, 2001, and interim
periods within those fiscal ‘years. Adoption of SFAS 144 is not expected to have a material lmpact
on the financml siatemants of the Company :

i Reclassxﬁcatmns

: Merger Iransacfwn expenses tetalmg $24.2 mlihen for the year ended December 31, 2000, ha*ve" '
‘been reciasmﬁed to-general and administrative expense to conform with the 2001 presentation.
Lease expenses. tetalmg $2.4 million for the year ended December 31, 2000 have been reclassified
to operating expenses to conform with the 2001 presentation.

REVERSE STOCK SPLIT

At the Company’s 2000 annual meeting of stockholders held in December 2000, the holders of the

-'Cempany s-common stock. approved a reverse stock split of the Company’s common stock ata. ratw__

" to be determined by the board of directors of. the Cnmpany of not’ less: than ena-fﬂrmten and notto
"--'exceed one-for-twenty The board of directors subsequently approved a Teverse stock split of the

Company’s common stock at a ratio of one-for-ten, which was effective May 18, 2001.

As a result ef the reverse stock spixt every fen: shares of the Company’s common stock issued and
-outstandmg 1mmedzately prior to the teverse stock: split has been reciassiﬁed and changed into-one
fully paid- and nonassessable share of the- Company s  common stock.  The Company paid its
registered common stockhoiders cash in lien of issuing’ ﬁ*actzonal shares in the reverse stock split at
a- post: reverseuspht tate of $8.60 per share, totaling approximately $15,000. The number of
common shares and per share amounts have been retroactively restated in the accompanying
financial statements and these notes to the financial statements to reflect the reduction in common
shares and corraspondmg increase in the per share amounts resulting from the reverse stock split. In
conjunction with the reverse stock sp%at, during the second quarter of 2001, the Company amended
its charter to reduce the number of shares of common stock which the Csmpany was authorized to
issue to-80.0 million shares (on a post-reverse stock split basis) from 400.0 million shares {on pre-
reverse stock split basis). As of December 31, 2001, the Company had 27.9 million shares of
common stock issued and outstanding {on a pest-reverse stock split basis).

HISTORICAL RELATIONSHIP WITH OPERATING COMPANY

Operating Company was a private prison management company that operated, managed and leased
the substantial majority of facilities owned by the Company from January 1, 1999 through
September 30, 2000. As a result of the 1999 Merger and certain contractual relationships existing
between the Company and Operating Company, the Company was dependent on Operating
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Company for a significant source of its income. In addition, the Company was obligated to pay
Operating Company tenant incentive fees and fees for services rendered to the Company in the
development of its correctional and detention facilities. As of September 30, 2000 (immediately
prior to the Operating Company Merger), Operating Company leased 37 of the 46 operating
facilities owned by the Company.

CCA Note

As discussed in Note 3, the Company succeeded to the CCA Note as a result of the 1999 Merger.
Interest on the CCA Note was payable annually at an interest rate of 12%. Principal was due in six
equal annual installments of approximately $22.8 million beginning December 31, 2003. Ten
percent of the outstanding principal of the CCA Note was personally guaranteed by the Company's
former chief executive officer, who also served as the chief executive officer and a member of the
board of directors of Operating Company. As of December 3 1, 1999, the first scheduled payment
of interest, totaling approximately $16.4 million, on the CCA Note was unpaid. Pursuant to the
terms of the CCA Note, Operating Company was required to make the payment on December 31,
1999; however, pursuant to the terms of a subordination agreement, dated as of Matrch 1, 1999, by
and’ between the Company and the agent of Operating Company's revolving credit facility,.
Operating Company was prohibited from making the scheduled interest payment on the CCA Note
when Operating Company was not in compliance with certain financial covenants under the facility.
Pursuant to the terms of the subordination agreement between the Company and the agent of
Operating Company's revolving credit facility, the Company was prohibited from accelerating
payment of the principal amount of the CCA Note or taking any other action to enforce its rights
under the provisions of the CCA Note for so long as Operating Company's revolving credit facility
remained outstanding. The Company fully reserved the $16.4 million of interest accrued under the
terms of the CCA Note during 1999.

-+ On September 29, 2000, the Company and Operating Company entéred into agreements pursuantto:

- which the Company forgave intérest due under the CCA Note. The Company forgave $27.4 million -
of interest accrued under the terms of the CCA Note from January 1, 1999 to August 31, 2000, all of
which had been fully reserved. The Company also fully reserved the $1.4 million of interest
accrued for the month of September 2000. In connection with the Operating Company Merger, the
CCA Note was assumed by. the Company’s wholly-owned subsidiary on October I, 2000. The
CCA Note has since been extinguished.

Deferred Gain on Sale to Operating Company

The sale to Operating Company as part of the 1999 Merger generated a deferred gain of $63.3
million. No amortization of the Operating Company deferred gain occurred during the year ended
December 31, 1999 or during the period from January 1, 2000 through September 30, 2000.
Effective with the Operating Company Merger on October 1, 2600, the Company applied the
unamortized balance of the deferred gain on sales of contracts in accordance with the purchase
method of accounting under APB 16.

Operating Company Leases

In order for New Prison Realty to qualify as a REIT, New Prison Realty’s income generally could
not include income from the operation and management of correctional and detention facilities,
including those facilities operated and managed by Old CCA. Accordingly, immediately prior to
the 1999 Merger, the non-real estate assets of Old CCA, including all management contracts, were
sold to Operating Company and the Service Companies. On January 1, 1999, immediately after the
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1999 Merger, all existing leases between Old CCA and Old Prison Realty were cancelled.
Following the 1999 Merger, a substantial majority of the correctional and detention facilities
acquired by New Prison Realty in the 1999 Merger were leased to Operating Company pursuant to
the Operating Company Leases. The terms of the Operating Company Leases were for twelve years
and could be extended at fair market rates for three additional five-year periods upon the mutual
agreement of the Company and Operating Company.

As of December 31, 1999, the annual base rent with respect to each facility was subject to increase
each year in an amount equal to the lesser of: (i) 4% of the annualized yearly rental payment with
respect to such facility or (ii) 10% of the excess of Operating Company's aggregate gross
management revenues for the prior year over a base amount of $325.0 million.

For the years ended December 31, 2000 and 1999, the Company recognized rental revenue from
Operating Company of $31.0 million and $263.5 million, respectively, all of which was collected by
the Company as discussed below. ' .

During the month ended December 31, 1999, and the nine months ended September 30, 2000, due
to Operating :Company’s liquidity position, Operating Company failed to make timely rental
payments under the terms of the Operating Company Leases. As of December 31,1999,
approximately $24.9 million of rents due from Operating Company to the Company were unpaid.
The terms of the Operating Company Leases provided that rental payments were due and payable
on December 25, 1999. ‘During 2000, Operating Company paid the $24.9 million of lease payments
related to 1999 and $31.0 million of lease payments related to 2000. For the nine months ended
September 30, 2000, the Company recognized rental revenue from Operating Company of $244.3
- million and recorded a reserve of $213.3 million, resulting in recognition of net rental revenue from
Operating Company of $31.0 million. The reserve was recorded due to the uncertainty regarding
the collectibility of the revenue. In _.Iune' 2000, the Operating Company Leases were amended: to
 defer, with interest, rental payments originally dué during the period from January 1, 2000 to

" -September 2000, with the exception of certain installment payments. Through September 30; 2000,

the Company accrued and fully reserved $8.0 million of interest due to the Company on unpaid
rental payments. On September 29, 2000, the Company and Operating Company entered into
agreements pursuant to which the Company forgave all unpaid rental payments, plus accrued
interest, due and payable from Operating Company through- August 31, 2000, including $190.8
million due under the Operating Company Leasés and $7.9 million of interest due on the unpaid
tental payments. The Company also fully reserved the $22.5 million of rental payments due for the
month of September 2000. The Company cancelled the Operating Company Leases in connection
with the Operating Company Merger.

Tenant Incentive Arrangement

On May 4, 1999, the Company and Operating Company entered into an amended and restated
tenant incentive agreement (the "Amended and Restated Tenant Incentive Agreement"), effective as
of January 1, 1999, providing for (i} a tenant incentive fee of up to $4,000 per bed payable with
respect to all future facilities developed and facilitated by Operating Company, as well as certain
other facilities which, although operational on January 1, 1999, had not achieved full occupancy,
and (ii) an $840 per bed allowance for all beds in operation at the beginning of January 1999,
approximately 21,500 beds, that were not subject to the tenant allowance in the first quarter of 1999,
The amount of the amended tenant incentive fee included an allowance for rental payments to be
paid by Operating Company prior to the facility reaching stabilized occupancy. The term of the
Amended and Restated Tenant Incentive Agreement was four years, unless extended upon the
written agreement of the Company and Operating Company. The incentive fees with Operating

F-33




Company were deferred and were to be amortized as a reduction fo rental revenue over the
respective lease term.

For the year ended December 1999, the Company paid tenant incentive fees of $68.6 million, with
$2.9 million of those fees amortized against rental revenue. Durning the fourth quarter of 1999, the
Company undertook a plan that contemplated either merging with Operating Company and thereby
eliminating the Operating Company Leases or amending the Operating Company Leases to reduce
the lease payments to be paid by Operating Company to the Company during 2000. Consequently,
the Company determined that the remaining deferred tenant incentive fees under the existing lease
arrangements at December 31, 1999 were not realizable and wrote-off fees totaling $65.7 million.

During the nine months ended September 30, 2000, the Company opened two facilities and

expanded three facilities that were operated and leased by Operating Company. The Company

expensed the tenant incentive fees due Operating Company in 2000, totaling $11.9 million, but

made no payments to Operating Company in 2000 with respect to the Amended and Restated

Tenant Incentive Agreement. On June 9, 2000, Operating Company and the Company amended the -
- Amended and Restated Tenant Incentive Agreement to defer, with interest, payments to Operating

Company by the Company pursuant to this agreement. At September 30, 2000, $11.9 million of
payments under the Amended and Restated Tenant Incentive Agreement, plus $0.7 million of
interest payments, were accrued but unpaid under the original terms of this agreement. This

agreement was cancelled in connection with the Operating Company Merger on October 1, 2000,

and the unpaid amounts due under this agreement, plus accrued interest, were applied in accordance

with the purchase method of accounting under APB 16.

Trade Name Use Agreement

In connection with the 1999 Merger, 0id CCA entered into a trade name use agreement with
‘Operating Company (the "Trade Name Use Agreement"). Under the Trade Name Use Agreement, - .
- which had a term of ten years, Old CCA granted to Operating Company the right to-use the ‘name
"Corrections Corporation of America" and derivatives thereof, subject to specified terms and
conditions therein. The Company succeeded to this interest as a result of the 1999 Merger. In
consideration for -such right under the terms of the Trade Name Use Agreement, Operating
Company was to pay a licensing fee equal to (i) 2.75% of the gross revenue of Operating Company
for the first three years, (ii) 3.25% of Operating Company’s gross revenue for the following two
years, and (iii) 3.625% of Operating Company's gross revenue for the remaining term, provided that
after completion of the 1999 Merger the amount of such. fee could not exceed (a) 2.75% of the gross
revenue of the Company for the first three years, (b) 3.5% of the Company's gross revenue for the
following two years, and {c) 3.875% of the Company's gross revenue for the remaining term.

For the years ended December 31, 2000 and 1999, the Company recognized income of $7.6 million
and $8.7 million, respectively, from Operating Company under the terms of the Trade Name Use
Agreement, all of which was collected. This agreement was cancelled in connection with the
Operating Company Merger.

Right to Purchase Agreement

On January 1, 1999, immediately after the 1999 Merger, the Company and Operating Company
entered into a Right to Purchase Agreement (the "Right to Purchase Agreement") pursuant to which
Operating Company granted to the Company a right to acquire, and lease back to Operating
Company at fair market rental rates, any correctional or detention facility acquired or developed and
owned by Operating Company in the future for a period of ten years following the date inmates are
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first received at such facility. The initial annual rental rate on such facilities was to be the fair
market rental rate as determined by the Company and Operating Company. Additionally, Operating
Company granted the Company a right of first refusal to acquire any Operating Company-owned
correctional or detention facility should Operating Company receive an acceptable third party offer
to acquire any such facility. The Company did not purchase any assets from Operating Company
under the Right to Purchase Agreement, which was cancelled in connection with the Operating
Company Merger.

Services Agreement -

On January 1, 1999, immediately after the 1999 Merger, the Company entered into a services
agreement (the "Services Agreement") with Operating Company pursuant to which Operating
Company agreed to serve as a facilitator of the construction and development of additional facilities
on behalf of the Company for a term of five years from the date of the Services Agreement. Insuch
capacity, Operating Company agreed to perform, at the direction of the Company, such SErVices as .
were customarily necded ‘in the' ¢onstruction. and development of correctional and. detention: -
facilities, including services related to construction of the facilities, project bidding, project design -
and governmental relations. In consideration for'the performance of such services by Operating -
Company, the Company agreed to pay a fee equal to 5% of the total capital expenditures (excluding
the incentive fee discussed below and'the 5% foe herein referred to) incurred in connection with the
construction and development of a facility, plus an amount equal to approximately $560 per bed for
facility preparation services provided by Operating Company prior to the date on which inmates are
first received at such facility. The board of directors of the Company subsequently authorized
payments, and pursuant to an amended and restated services agreement, dated as of March 5, 1999
(the “Amended and Restated Services Agreement”), the Company agreed to pay up to an additional
5% of the total capital -expenditures (as determined above) to Operating Company if additional
services. were requested by the Company.. A majority of the Company's development projects.
dunng1999 andZQ{)() weresubject toa fee totéling"I{)“é, _ T R LR

Costs incurred by the Company under the Amended and Restated Services Agreement were
capitalized as part of the facilities' development cost. Costs incurred under the Amended and
Restated Services Agreement and capitalized as part of the facilities’ development cost totaled $416
million for :the_year ended  December 31, 1999, and $5.6 million for the nine months ended
September 30,2000, =

On June 9, 2000, Operating Company and the Company amended the Amended and Restated
Services Agreement to defer, with interest, payments to Operating Company by the Company
pursuant to this agreement. At September 30, 2000, $5.6 million of payments under the Amended
and Restated Services Agreement, plus $0.3 million of interest payments, were accrued but unpaid
under the original terms of this agreement. This agreement was cancelled in connection with the
Operating Company Merger and the unpaid amounts due under the agreement, plus accrued interest,
were applied in accordance with the purchase method of accounting under APB 16.

Business Development Agreement

On May 4, 1999, the Company entered into a four year business development agreement (the
"Business Development Agreement") with Operating Company, which provided that Operating
Company would perform, at the direction of the Company, services designed to assist the Company
in identifying and obtaining new business. Pursuant to the agreement, the Company agreed to pay
to Operating Company a total fee equal to 4.5% of the total capital expenditures (excluding the
amount of the tenant incentive fee and the services fee discussed above as well as the 4.5% fee)
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incurred in connection with the construction and development of each new facility, or the
construction and development of an addition to an existing facility, for which Operating Company
performed business development services.

Costs incurred by the Company under the Business Development Agreement were capitalized as
part of the facilities’ development cost. Costs incurred under the Business Development Agreement
and capitalized as part of the facilities' development cost totaled $15.0 million for the year ended
December 31, 1999, No costs were incurred under the Business Development Agreement during
2000. On June 9, 2000, Operating Company and the Company amended this agreement to defer,
with interest, any payments to Operating Company by the Company pursuant to this agreement,
This agreement was cancelled in connection with the Operating Company Merger.

PROPERTY AND EQUIPMENT

At December. 31, 2001, the Company owned 43 real estate properties, including 39 correctional, -
(detention and juvenile facilities; three of which' the: Company leases to -other operators,. two.
- corporate office buildings, and two correctional and detention facilities under construction. Two of"
the 39 correctional and detention. facilities the Company owns are substantially idle.. Additionally,
at December 31,2001, the Company managed 28 correctional and detention facilities owned by

government agencies and sub-leased an alternative educational facility for at-risk juveniles. Two of

the properties owned by the Company are held for sale and are classified as such on the

accompanying balance sheet as of December 31, 2001.

Property and equipment, at cost, consists of the following:

December 31,
2001 2000

Land and improvements © .. S s 30T s “25,651
Buildings and improvements 1,524,286 1,523,560
Equipment 29,713 27.455
Office fumniture and fixtures 20,832 20,270
Construction-in progress - S 101,220 99,416
L T RS I HT028 1,696,352
Less: Accumulated depreciation : {133,876) (81,222)

$ 1,573,152 $ 1,615,130

Depreciation expense was $53.1 million, $57.2 million and $44.1 million for the years ended
December 31, 2001, 2000 and 1999, respectively.

Pursuant to the 1999 Merger, the Company acquired all of the assets and liabilities of Old Prison
Realty on January 1, 1999, including 23 leased facilities and one real estate property under
construction. The real estate properties acquired by the Company in conjunction with the
acquisition of Old Prison Realty were recorded at estimated fair market value in accordance with
the purchase method of accounting prescribed by APB 16, resulting in a $1.2 billion increase to real
estate properties at January 1, 1999,

As of December 31, 2001, nine of the facilities owned by the Company are subject to options that
allow various governmental agencies to purchase those facilities. In addition, two of the facilities
are constructed on land that the Company leases from governmental agencies under ground leases.
Under the terms of those ground leases, the facilities become the property of the governmental

F-36




agencies upon expiration of the ground leases. The Company depreciates these two properties over
the term of the ground lease.

The Company’s property and equipment, along with all other tangible and intangible assets of the
Company, are pledged as collateral on the Company’s Senior Bank Credit Facility. See discussion
of the Senior Bank Credit Facility in Note 15.

In late 2001 and early 2002, the Company was provided notice from the Commonwealth of Puerto
Rico of its intention to terminate the management contracts at the Ponce Young Adult Correctional
Facility and the Ponce Adult Correctional Facility, located in Ponce, Puerto Rico, upon the
expiration of the management contracts in February 2002. Although management continues to
negotiate with respect to the continued operation of these facilities, the Company has begun a
transition period to transfer operation of the facilities to the Commonwealth of Puerto Rico. There
can be no assurance that the Company will continue to operate these facilities. The termination of
the Ponce Adult Correctional Facility management contract would result in a non-cash charge of

approximately $1.9 million for the write-off of the carrying value of assets associated with this -

management contract.

IMPAIRMENT LGSSES AND ASSETS HELD FOR SALE

As of December 31, 2001, the Company was holding for sale numerous assets, mcluding six parcels
of land, one correctional facility leased to a governmental agency, and one correctional facility
leased to a private operator, with an aggregate book value of approximately $22.3 million.
Additionally, the Company has had discussions with various parties regarding the potential sale of
additional assets. The Company expects to use the net proceeds from any such sales to repay
outstanding indebtedness. However, there can be no assurance that the Company will complete any
such sales.

SEAS 121 requires impairment losses to' be recognized for long-lived assets used in operations
when indications of impairment are present and the estimate of undiscounted future cash flows is
not sufficient to recover asset carrying amounts. Under terms of the June 2000 Waiver and
Amendment, the Company was obligated to complete the Restructuring, including the Operating
Company Merger, and complete the restructuring of management through the appointment of a new
chief _.emcﬁ.tivc officer and a new chief financial officer. The June 2000 Waiver and Amendment
also permitted the acquisitions.of PMSI and JJFMSI in connection with the Restructuring. During
the third quarter of 2000, the Company named a new president and chief executive officer, followed
by the appointment of a new chief financial officer during the fourth quarter. At the Company’s
2000 annual meeting of stockholders held during the fourth quarter of 2000, the Company’s
stockholders elected a newly constituted board of directors of the Company, including. a majority of
independent directors.

Following the completion of the Operating Company Merger and the acquisitions of PMSI and
JIFMS], during the fourth quarter of 2000, after considering the Company’s financial condition, the
Company’s new management developed a strategic operating plan to improve the Company’s
financial position and developed revised projections for 2001 to evaluate various potential
transactions. Management also conducted strategic assessments and evaluated the Company’s
assets for impairment. Further, the Company evaluated the utilization of existing facilities, projects
under development, and excess land parcels, and identified certain of these non-strategic assets for
sale.
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In accordance with SFAS 121, the Company estimated the undiscounted net cash flows for each of
its properties and compared the sum of those undiscounted net cash flows to the Company’s
investment in each property. Through its analyses, the Company determined that eight of its
correctional and detention facilities and the long-lived assets of the transportation business had been
impaired. For these properties, the Company reduced the carrying values of the underlying assets to
their estimated fair values, as determined based on anticipated fnture cash flows discounted at rates
commensurate with the risks involved. The resuitmg impairment loss totaled $420.5 million. '

During the fourth quarter of 2000, as part of the strategic assessment the Company’s management
committed to a plan of disposal for certain long—lwed assets of the Company.: In accordance with-
SFAS 121, the' Company recorded losses on these assets based on the difference between the
carrying value and the estimated net realizable value of the assets. The Company estimated the net
realizable values of certain facilities and direct financing leases held for sale based on outstanding
offers to purchase and appralsais as well as by utilizing various financial models, including
discounted cash flow aﬂaiyses less eshmated costs 1o seii aach asset. The resuitmg lmpairment loss
for. thesa assets totai&d $86 Imzilmn '_ : : TRt o

Included in property and equapment were: costs assacmted w1th the dcvelepment of pctentialg..'
facﬂmes Based on the Company’s strategic. assessment. during the fourth' quarter of 2000;
management decided to abandon further development of these projects and expense any amounts

previously capitalized. The resultmg expense totaled $2.1 million.

During the third quarter of 2000, the Company’s management determined either not to pursue
further development or to reconsider the use of certain parcels of property in California, Maryland
and the District of Columbia. Accordmgiy, the Company reduced the carrying values of the land to
their estimated net realizable vaiue rcsultmg inan 1mpamnent Ioss totaling § 19 2 million.

-In December 1999 based on. the pm}r ﬁnancxal position of the Operatmg Ccmpany, the Company
- .'-"i;detennmed that three of its correctional and detention facilities located in the state of Kentucky and
leased to Operating Company were impaired. In accordance with SFAS 121, the Company reduced
the carrying values of the underlymg assets to their estimated fair values, as determined based on
anticipated fiiture cash flows discounted at rates commensurate with the risks involved. - The .
resulting mapamnent loss mtaled S’]é 4 mﬂimn '

9. AC_QU;__SI'HQN SAND _BlVES-’I*ITBRES
In April i9§9, the Company purchased the Eden Detention Center in Eden, Texas for $28.1 million.

Prior to the Operating Company Merger, the facility had been leased to Operating Company under
Jease terms substantially similar to the Operating Company Leases.

in June 1999, the Company incurred a loss of $1.6 million as a result of a settlement with the State
of South Carolina for property previously owned by Old CCA. Under the settlement, the Company,
as the successor to Old CCA, received $6.5 million in three instaliments by June 30, 2001 for the
transferred assets. The net proceeds were approximately $1.6 million less than the surrendered
assets' depreciated book value.

In December 1999, the Company incurred a loss of $0.4 million resulting from a sale of a newly
constructed facility in Florida. Construction on the facility was completed by the Company in May
1999. In accordance with the terms of the management contract between Old CCA and Polk
County, Florida, Polk County exercised an option to purchase the facility. Net proceeds of $40.5
million were received by the Company.
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- During 2000, the contract to manage one of the Company’s facilities located in Kentucky expired

and was not renewed. Subsequent to the non-renewal of the contract, the Company sold the facility
for a net sales price of approximately $1.0 million, resulting in a gain on sale of approximately $0.6
million during 2000, after writing-down the carrying value of this asset by $7.1 million in 1999
Also, during 2000, Operating Company and the contracting party mutually agreed to cancel the
management contracts on two facilities located in North Carolina. In March 2001, the Company
sold one of these facilities, the Mountain View Correctional Facility, located in Spruce Pine, North
Carolina, which was classified as held for sale under contract as of December 31, 2000, for a net
sales price of appmmmatciy $24.9 million. OnJ une 28, 2001, the Company sold the other of these
facilities, the Pamlico Correctional Facility, located in Bayboro, North Carolina, which was
classified as held for sale as of December 31, 2000, for a net sales price of approximately $24.0
million. The net proceeds from both of these sales were used to pay-down a like portion of amounts
outstanding under the Company’s Senior Bank Credit Facility. .

On April 10, 2001, the Company sold: its mterest in the “Agecrofi facility, located in Salford, .

-England, which was: classified as held for sale as of Décember 31, 2000; for a net sales price of

approxzmately $65.7- mﬁlion i‘hmugh the sale of all ‘the issued and outstandmg capital stock of
Agecroft Propemes Inc., a wheliy~0wned su"bmdiary of the Company. The net proceeds from. the
sale were used to pay—down a like portion of amounts outstanding under the Senior Bank Credit’
Facility.

On October 3, 2001, the Company sold its Southern Nevada Women’s Correctional Facility, a
facility located in Las Vegas, Nevada, which was classified as held for sale during the second
quarter of 2001, for a net sales price of approximately $24.1 million. The net proceeds were used to
pay-down a hke portion of amounts Gutstandmg under the Senior Bank Credit Facility. Subsequent
to the sale, the Company continues to manage “the facxhty pursuant to a contract with the State of

_ _Nevada

| As of December 31 Zﬁﬁi the Cﬁmpany was ho}dmg for sa}e two add:t;ona} eorrectlonai facﬁmes" '

and various parcels of undeveloped land with an aggregate carrying value of $22.3 million. There
can be no assurance that the Company will be able to complete the sale of any of these assets, or
that the net proceeds recewcd ﬁ:om these saies will achxeve expected levels. :

INVESTI\IENTS IN’ AFFILIA’I‘ES

In connection with the '§.999 Merger, Old CCA received 100% of the non-voting common stock in
each of PMSI and JIFMSI, valued at the implied fair market values of $67.1 million and $55.9
million, respectively. The Company succeeded to these inferests as a result of the 1999 Merger.
The Company's ownership of the non-voting common stock of PMSI and JIFMSI entitled the
Company to receive, when and if declared by the boards of directors of the respective companies,
95% of the net income, as defined, of each company as cash dividends. Dividends were cumulative
if not declared. For the years ended December 31, 2000 and 1999, the Company received cash
dividends from PMSI totaling approximately $4.4 million and $11.0 million, respectively. For the
years ended December 31, 2000 and 1999, the Company received cash dividends from JIFMSI
totaling approximately $2.3 million and $10.6 million, respectively.

The following operating information presents a combined summary of the results of operations of
PMSI and JJFMSI for the period January 1, 2000 through November 30, 2000 and for the year
ended December 31, 1999 (in thousands):




January 1, 2000 - Year ended

November 30, 2000 December 31, 1999
Revenue $ . 279,228 $ 288,289
Net income (loss) before taxes b3 {588) b3 12,851

During 2000 and prior to the acquisition of PMSI and JIFMSI on December 1, 2000, PMSI and
JIFMSI (collectively) recorded approximately $27.3 million in charges related to agreements with
the Company and Operating Company. Of these charges, approximately $5.4 million were fees
paid under a trade name use agreement, approXimately $9.9 million were fees paid under an
administrative service agreement and approximately $12.0 million were fees paid under an
indemnification agreement with the Company.

Under the terms of the indemnification agreements with the Company, effective September 29,
2000, each of PMSI and JJFMSI agreed to pay the Company $6.0 million in exchange for full
mdemmty by the Cempany for any and all liabilities incurred by PMSI and JJFMSI in connection

with the settlement or’ disposition’ of’ imgation known as Prison Acquisition Company, LLC v.

Prz.s'on Realty Trust, Inc., et al. descnbed inNote 21 herein. The combined and consolidated results o
of operations of’ the Company were unaffected by the mdemmﬁcatlon agreements. Ly

As prevze_susly d-lscussed in Note 4, the combined and consolidated financial statements reflect the
results of operations of PMSI and JIFMSI under the equity method of accounting from January 1,
1999 through August 31, 2000, on a combined basis from September 1, 2000 through November 30,
2000, and consolidated for the month of December 2000.

As discussed in Note 3, the Company’s 9.5% non-voting interest in Operating Company had been
recorded in the 1999 Merger at its implied value of $4.8 million. In accordance with the provisions

_-of APB 18, the Company apphed the__r_ecogmzed equity.in-losses of Operating Company of $19.3 -
+. million for t%}e year ended December 31, 1999, first to reduce the Campany s recorded mvestment

"in Operating Company of $4.8 million to zero and’ then to reduce the carrying value of the CCA
Note by the amount of the recognized equity in losses in excess of $4.8 million. The Company’s
recognized: equity in losses. related to its investment in Operating Cempany for the nine months
ended Septembe:r 3{) 2000 of $20. 6 mlihon were apphed to reduce the carrying value of the. CCA
Note o :

For the years ended December 31, 2000 and 1999, equity In earnings (iosses) and amortization of
deferred gains were appmxrmately $11.6 million in losses and $3.6 million in earnings,
respectively. For the year ended December 31, 2000, the Company recognized equity in losses of
PMSI and JJFMSI of approximately $12,000 and $870,000, respectively. In addition, for the year
ended December 31, 2000, the Company recognized equity in losses of Operating Company of
approximately $20.6 million. For 2000, the amortization of the deferred gain on the sales of
contracts to PMSI and JJFMSI was approximately $6.5 million and $3.3 million, respectively. For
the year ended December 31, 1999, the Company recognized equity in earnings of PMSI and
JJFMSI of approximately $4.7 million and $7.5 million, respectively. In addition, for the year
ended December 31, 1999, the Company recognized equity in losses of Operating Company of
approximately $19.3 million. For 1999, the amortization of the deferred gain on the sales of
contracts to PMSI and JJFMSI was approximately $7.1 million and $3.6 million, respectively.

For the year ended December 31, 2001, equity in loss was approximately $0.4 million. The loss
resulted from the Company’s interest in APM, an entity holding the management contract for the
Agecroft facility under a 25-year prison management contract with an agency of the UK.
government. Agecroft, located in Salford, England, was previously constructed and owned by a
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wholly-owned subsidiary of the Company, which was sold in April 2001, as further discussed in
Note 9. As discussed in Note 4, the Company has extended a working capital loan to APM, which
totaled $5.6 million, including accrued interest, as of December 3 1, 2001.

INVESTMENT IN DIRECT FINANCING LEASES
At December 31, 2001, the Company's investment in a direct financing lease represents net
receivables under a building and equipment lease between the Company and a governmental

agency. -

A schedule of future minimum rentals to be received under the direct financing lease in years
subsequent to December 31, 2001, is as follows {in thousands):

2002 3 2,793
2003 2,793
L2004 2,793
S2005 0 T 2,793
2006 0 T o 2,793
Thereafter = ; o o 28,621
Total minimum obligatio : Co 42,586
Less unearned interest income (23,246)
Less current portion of direct financing lease {467)
Investment in direct financing leases - 3 18,873

As discussed in Note 8, during the fourth quarter of 2000, the Company’s. management committed
to a plan of disposal for certain long-lived assets of the Company, including the Agecroft facility
and the D.C. Correctional Treatment Facility, both previously classified as investments in direct

. financing leases. The Company estimated the fair values of these direct financing leases held for

., sale based on outstanding offers to.purchase and discounted cash flow analyses. These direct

 financing leases, with estimated net realizable values totaling $85.7 million at December 31, 2000,

were cla_ssiﬁ_cd on the consolidated balance sheet as assets held for sale as of December 31, 2000,
The ‘investment in the D.C. Correctional Treatment Facility was reclassified to an investment in

- direct financing lease during 2001 from assets held for sale because the Company was unable to

achieve an acceptable sales price. ‘Also during 2001, the Company identified the direct financing
lease of Southern Nevada Women’s Correctional Facility as a non-strategic asset and entered into
discussions with a potential buyer of this facility. During 2001, the Company sold its interest in the -
Agecroft facility and Southern Nevada Women’s Correctional Facility, as further discussed in Note

During the years ended December 3 1, 2001, 2000 and 1999, the Company recorded interest income
of $4.3 million, $10.1 million, and $3.4 million, respectively, under all direct financing leases.




12.

OTHER ASSETS

Other assets consist of the following (in thousands):

December 31,

200 2000

Debt issuance costs, less accumulated
amortization of $40,698 and §21,502 s 24,915 $ 37,099
Notes receivable 6,211 6,703
Value of workforce, net 1,132 2,425
Confract acquisition costs, net 905 2,190
Deposits 2,680 1,630
Other 690 1,692
k3 36,593 $ 51,739

13. ACCOUNTS PA__YA;BLE ANDACCRUED EXPENSES

- Accounts payable and accrued expenses consist of the following (in thousands):

December 31,
2001 2000
Stockholder litigation settlements $ 5,998 b3 75,406
Other accrued litigation 18,148 41,114
Trade accounts payable 15,891 26,356
Accrued salaries and wages 19,687 14,183
Accrued workers® compensation 14,818 12,508
Accrued property taxes 14,578 13,638
.. Accrued interest . . . o 12,392 5765, . .
COther e TN 43645 o 0 s4dgp
$ 145,157 3 243,312

14.

DISTRIBUTIONS TO STOCKHOLDERS

On March 22, 2000, the board of directors of the Company declared a quarterly dividend on the
Company’s Series A Preferred Stock of $0.50 per share to preferred stockholders of record on
March 31,-2000. These dividends were paid on April 17, 2000. In connection with the June 2000
Waiver and Amendment, the Company was prohibited from declaring or paying any further
dividends with respect to its outstanding Series A Preferred Stock until such time as the Company
raised at least $100.0 million in equity. Dividends with respect to the Series A Preferred Stock
continued to accrue under the terms of the Company’s charter until such time as payment of such
dividends was permitted under the terms of the Senior Bank Credit Facility. Under the terms of the
Company’s charter, in the event dividends are unpaid and in arrears for six or more quarterly
periods, the holders of the Series A Preferred Stock have the right to vote for the election of two
additional directors to the board of directors. During the third quarter of 2001, the Company
received a consent and waiver from its lenders under the Senior Bank Credit Facility, which allowed
the Company’s board of directors to declare a cash dividend on September 28, 2001. As a result of
the board’s declaration, the holders of the Company’s Series A Preferred Stock received $0.50 on
October 15, 2001 for every share of the Series A Preferred Stock they held on the record date.
Approximately $2.2 million was paid on October 15, 2001, as a result of this dividend.



As further discussed in Note 15, on December 7, 2001, the Company completed an amendment and
restatement of its existing Senior Bank Credit Facility. As a result of the December 2001
Amendment and Restatement, certain financial and non-financial covenants were amended,
including the removal of prior restrictions on the Company’s ability to pay cash dividends on shares
of its issued and outstanding Series A Preferred Stock. Under the terms of the December 2001
Amendment and Restatement, the Company is permitted to pay quarterly dividends, when declared
by the board of directors, on the shares of its issued and outstanding Series A Preferred Stock,

including all dividends in arrears. Following the December 2001 Amendment and Restatement, on
December 13, 2001, the Company’s board of directors declared a cash dividend on the Series A
Preferred Stock for the fourth - quatier of 2001 and for the five quarters in arrears, payable on
January 15,2002, As a result of the board’s declaration, the holders of the Company’s Series A
Preferred Stock received $3.00 for every share of Series A Prefeired Stock they held on the record
date. The dividend was based on a dividend rate of 8% per annum of the stock’s stated value of
$25.00 per share. - Approximately 512.9 million was paid on January 15, 2002, as a result of this
dwzdend thch was accrue:d as c»f December 31 2()(31 .

Under thc tenns Qf the Company § charéer as in. effect prlor to the Restrucmnng, the Company was
required to elect to be taxed as a REIT for federal income tax purposes for its faxable year ended
December:. 31 1999 ‘The Campany, as a REIT, could not complete any taxable year with:
accumulated ‘earnings and profits from a taxable corporation.  Accordingly, the Company was
required to distribute Old CCA’s earnings and profits to which it succeeded in the 1999 Merger (the
“Accumulated Earnings and Profits™). For the year ended December 31, 1999, the Company made
approximately $217.7 million of distributions related fo its common stock and Series A Preferred
Stock. Because the Company’s Accumulated Earnings and Profits were approximately $152.5
million, and the Company’s distributions were deemed to have been paid first from those
Accumulated: Earnings and Profits, the Company met the above-described distribution requirements.
In addition to-distributing its Accumulated Eamings and Profits, the: Company, in order to qualify
. for’ taxatmn as a REIT with respect to its 1999 taxable year, was: Tequired to distribute 95.0% ofits -
- taxable income for 1999. The Cempany believes that this disttibution requirement was satisfied by
its distribution of shares of the Company’s Series B Preferred Stock, as discussed below.

On September. 22, 2000, the Company issued: approxamamly 5.9 million shares of its Series B -
Preferred Stock in connection with its remaining 1999 REIT distribution. requirement. - The
dlsmbﬂiion was made-to the Company’s common stockholders of record on- September 14, 2000,
who rteceived five shares of Series B Preferred Stock for every 100 shares of the Company 8"
common stock held on the record date. The Company paid its common stockheiders approximately -
$15,000 in cash in lieu of issuing fractional shares of Series B Preferred Stock. On November 13,
2000, the Company issued approximately 1.6 million additional shares of Series B Preferred Stock
in satisfaction of this REIT distribution requirement. This distribution was made to the Company’s
common stockholders of record on' November 6, 2000, who received one share of Series B
Preferred Stock for every 100 shares of the Company’s common stock held on the record date. The
Company also paid its common stockholders approximately $15,000 in cash in lieu of issuing
fractional shares of Series B Preferred Stock in the second distribution.

The Company recorded the issuance of the Series B Preferred Stock at its stated value of $24.46 per
share, or a total of $183.9 million. The Company has determined the distribution made on
September 22, 2000 amounted to a taxable distribution by the Company of approximately $107.6
million. The Company has also determined that the distribution made on November 13, 2000
amounted to a taxable distribution by the Company of approximately $20.4 million. Common
stockholders who received shares of Series B Preferred Stock in the distribution generally were



required to include the taxable value of the distribution in ordinary income. Refer to Note 19 for 3
more complete description of the terms of Series B Preferred Stock.

On December 13, 2000, the Company’s board of directors declared a paid-in-kind dividend on the

shares of Series B- Preferred Stock for the period from September 22, 2000 (the original date of
issuance) through December 31, 2000, payable on January 2, 200 1, to the holders of record of the

Company's Series B Preferred Stock on December 22, 2000. As a result of the board's declaration,

the holders of the Company's Series B Preferred Stock were entitled to receive approximately 3.3

shares of Series B Preferred Stock for every 100 shares of Series B Preferred Stock held by them on

the record date. The number of shares to be issued as the dividend was based on a dividend rate of
12.0% per annum of the stock's stated value ($24.46 per share).

Quarterly distributions and the resulting tax classification for common stock distributions are as
follows for the years ended December 31, 2001, 2{)00_'_and 1_'999:

Record - ._?Payrﬁent__: .:':: - Distribution Per

A A R Retumnof -
' ﬁeclératioﬂ-_Date o Date . ' Dae .. .Share. - - Ordipary Income - Capital
O 03/04/99 0371999 0331/99 8060 o 100.0% 0.0% .
0S89 0618199 06130099 8060 . 1000% 0.0%:
0827/99  © 091799 09730099 3060 100.0% 0.0%

Quarterly distributions and the resulting tax classification for the Series A Preferred: Stock
distributions are as follows for the years ended December 31, 2001, 2060 and 1999:

Record Payment Distribution Per Return of
Declaration Date Date Date Share Ordinary Income Capital
03/04/99 03/31/99 04/15/99 $ 0.50 100.0% 0.0%
0S/1199 06730199 08 505 100.0% 00% o
L0BRIMG 093099 CA0A5/99 T e o 1000% 0%
CUI222099 i 12B1m9 . Oi/15/M0 - 1000% 00w 7
03/22/00 03/31/60 04/17/60 100.6% 0.0%
09/28/01 10/05/01 10/15/01 0.0% 160.0%
. 12/13/01 12/31/01 01/15/02 4 - (Ay -

Quarterly distributions and the resulting fax classification for- the Series B Preferred Stock
dis’f;x_jibu_tions are as follows for the year 'rend_cd-Dccember 31 ,‘-:-2_9{)3 and 2000:

Fair Market

Record Payment Value Per Return of
Declaration Date Date Date Share Ordinary Income Capital
12/13/00 12/22/00 01/02/61 ¥ 685 0.0% 100.0%
03/13/01 03/19/01 04/02/01 $9.20 0.0% 160.0%
06/11/01 06/19/01 07/02/01 $14.00 0.0% 100.0%
09/07/01 09/17/01 18/01/01 $14.83 0.0% 100.0%
12/11/01 12/21/01 01/02402 $19.55 {A) {A)

(A) ~Will be determined based on the extent the Company has cutrent or accurnulated earnin 25 and profits in 2002,




15. DEBT

Debt consists of the following:
December 31,
2001 20060
(in thousands)

$1.0 Billion Senior Bank Credit Facility:

Revolving loans, with unpaid balance due January 1, 2002, interest payable
periodically at variable interest rates {10.92% at December 31, 2000),
replaced with term foans during 2001. $ - § 3823532

Term foans, quarterly principal payments of $1.5 million through September

30, 2001, at which time the quarterly principal payment was increased to

$2.2 million with unpaid balance due December 31, 2002, interest payable

periodically at variable interest rates. The interest rate was 7.41% and

11.01% at December 31, 2001 and 2000, respectively. 791,906 589,750

Total outstanding under Senior Bank Credit Facility 791,906 972,282

Se_i_iiof Noﬁés, pt’if;'cif;al due at inatﬁrity tn June 2006, interest payable semi-
annually at 12%. 160,000 100,060 -

10.0% Convertible Subordinated Notes, principal due at maturity in December
2008, interest payable semi-annually at 9.5% through June 30, 2000, at
which time the rafe was increased to 10.0%. 40,006 40,600

8.0% Convertible Subordinated Notes, principal due at maturity in February
2005 with call provisions beginning in February 2003, interest payable
- quarterly at 7.5% through June 30, 2000, at which time the rate was

increased to 8.0%. 30,000 30,600
. SSGO _'Mil:ﬁep Revoimag Cfé’&i_i_-?é;&;iiéy; w;th unpaid :ba:_i&'t'n_@:#sduc at maturity
- “in-December 2002, interest payable at prime plus 2.25% " The interest rate o
was 7.0% and 11.75% at December 31, 2001 and 2000, respectively. . - 7,601
10,0% Convertible Subordinated Notes, principal due at maturity in December
2003, interest payable semi-annually at 10.0%, 1,114 1,114
Other : 580 1,573
$63,600 1,152,576
Less: Current portion of long-term debt {792,069} {14,594)
$ 171,591 $ 1,137,976

Senior Bank Credit Facility

Original Credit Facility. On January 1, 1999, in connection with the completion of the 1999
Merger, the Company obtained a $650.0 million secured credit facility (the “Credit Facility”) from
NationsBank, N.A., as Administrative Agent, and several U.S. and non-U.S. banks. The Credit
Facility included up to a maximum of $250.0 million in tranche B term loans and $400.0 million in
revolving loans, including a $150.0 million subfacility for letters of credit. The term loan required
quarterly principal payments of $625,000 throughout the term of the loan with the remaining
balance maturing on December 31, 2002. The revolving loans were scheduled to mature January I,
2002. Interest rates, unused commitment fees and letter of credit fees on the Credit Facility were
subject to change based on the Company’s senior debt rating.
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Senior Bank Credit Facility. On August 4, 1999, the Company completed an amendment and
restatement of the Credit Facility (the “Senior Bank Credit Facility™) increasing amounts available
to the Company to $1.0 billion through the addition of a $350.0 million tranche C term loan,
payable in eqxzal quarterly.installments of $875,000 through September 30, 2002, with the balance
to be paid in full on December 31, 2002. Under the Senior Bank Credit Facility, Lehman
Commercial Paper Inc. ("Lehman”) became the administrative agent.

The Senior Bank Credit Facility bore interest at variable rates of interest based on a spread over an
applicable base rate or the London Interbank Offering Rate (“LIBOR™) (as elected by the
Company), which spread was determined by reference to the Company’s credit rating. Prior to the
June 2000 Waiver and Amendment, the spread for the revolving loans ranged from 0.5% to 2.25%
for base rate loans and from 2.0% to 3.75% for LIBOR rate loans. Prior to the June 2000 Waiver
and Amendment, the spread for term loans ranged from 2.25% to 2.5% for base rate loans and from
3.75% to 4.0% for LIBOR rate loans.

During the first quarter of 2000, the ratings on the Company’s bank indebtedness, senior unsecured
mdebtedness and Series A Preferred Stock were lowered. As a result of ‘these raductzons, the
interest rate applicable to outstanding amounts under the Senior Bank Credit Facility for revolving
loans was increased by 0.5%, to 1.5% over the base rate and to 3.0% over the LIBOR rate; the
spread for term loans remained unchanged at 2.5% for base rate loans and 4.0% for LIBOR rate
loans. The rating on the Company’s indebtedness was also lowered during the second quarter of
2000, although no interest rate increase was attributable to this rating adjustment,

June 2000 Waiver and Amendment. Following the approval of the requisite senior lenders under the
Senior Bank Credit. Facility, the Company, certain of its wholly-owned subsidiaries, various Ienders
and Lehman, as administrative agent, executed the June 2000 Waiver and Amendment, dated as of
June 9, 2000. Upon effectiveness, the June 2000 Waiver and Amendment waived or addressed all
- then existing .events of default under the: ‘provisions of the Senior Bank Credit Famhty that resulted
“from: (i) the financial condltmn of the: Company and Qperaﬁng Company; (ii) the transactions
undertaken by the Company and Operating Company in an attempt to resolve the liquidity issues of
the Company and Operating Company; and (jii) previously announced restructuring transactions.
As 4 result of the then existing defaults, the Company was subject to the default rate of interest, or
{}% higher than the rates discussed above, effective from January 25, 2000 until June 9, 2000. The
June 2000 Waiver and Amendment also contained certain amendments to the Senior Bank Credit
Facility, including the ‘Teplacement of existing financial covenants contained in- the Senior Bank
Credit Facility applicable to the Company with new financial ratios following completion of the
Restructuring. As a result of the June 2000 Waiver and Amendment, the Company began monthly
interest payments on outstanding amounts under the Senior Bank Credit Facility beginning July
2600.

In obtaining the June 2000 Waiver and Amendment, the Company agreed to complete certain
transactions which were incorporated as covenants in the June 2000 Waiver and Amendment.
Pursuant to these requirements, the Company was obligated to complete the Restructuring,
including: (i) the Operating Company Merger; (ii) the amendment of its charter to remove the
requirements that it elect to be taxed as a REIT commencing with its 2000 taxable year; (iii) the
restructuring of management; and (iv) the distribution of shares of Series B Preferred Stock in
satisfaction of the Company’s remaining 1999 REIT distribution requirement. The June 2000
Waiver and Amendment also amended the terms of the Senior Bank Credit Facility to permit (i) the
amendment of the Operating Company Leases and the other contractual arrangements between the
Company and Operating Company, and (ii) the merger of each of PMSI and JJFMSI with the
Company, upon terms and conditions specified in the June 2000 Waiver and Amendment.
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The June 2000 Waiver and Amendment prohibited: (i) the Company from settling its then
outstanding stockholder litigation for cash amounts not otherwise fully covered by the Company's
existing directors’ and officers' Hability insurance policies; (ii) the declaration and payment of
dividends with respect to the Company's currently outstanding Series A Preferred Stock prior to the
receipt of net cash proceeds of at least $100.0 million from the issuance of additional shares of
common or preferred stock; and (iii) Operating Company from amending or refinancing its
revolving credit facility on terms and conditions less favorable than Operating Company's then
existing revolving credit facility. The June 2000 Waiver and Amendment also required the
Company to complete the securitization of lease payments (or other similar transaction) with respect
to the Company’s Agecroft facility on or prior to February 28, 2001, although such deadline was
extended (as described herein).

As a result of the June 2000 Waiver and Amendment, the Company is generally required to use the
net cash proceeds received by the Company from certain transactions, including the following
transactions, to repay outstanding indebtedness under the Senior Bank Credit Facility:

. _;:my'd_ispos_iﬁca of real eSté?:e assets; and
e the saie-leaseb_ab’k of the Company’s headquarters.

The Company is also required to apply a designated portion of its “excess cash flow,” as such term
is defined in the June 2000 Waiver and Amendment, to the prepayment of outstanding indebtedness
under the Senior Bank Credit Facility.

As a result of the June 2000 Waiver and Amendment, the interest rate spreads applicable to
outstanding borrowings under the Senior Bank Credit Facility were increased by 0.5%. Asa result,
the range of the spread for the revolving loans became 1.0% to 2.75% for base rate loans and 2.5%
to 4.25% for LIBOR rate loans. The resulting range of the spread for the term loans became 2.75% -
-+ to 3.0% for base rate loans and 4.25% to 4.5% for LIBOR rate loans. Based on the Company’s
credit rating ‘at that time; the range of the spread for revolving loans was 2.75% for base rate loans
and 4.25% for LIBOR rate loans, while the range of the spread for term loans was 3.0% for base
rate loans and 4.5% for LIBOR rate loans.

November 2000 Consent: and Amendment. During the third and fourth quarters of 2000, the
Company was not in compliance with certain applicable financial covenants contained in the
Company’s Senior Bank Credit Facility, including: (i) debt service coverage ratio; (ii) interest
coverage ratio; (iti) leverage ratio; and (iv) net worth. In November 2000, the Company obtained
the consent of the requisite percentage of the senior lenders (the “November 2000 Consent and
Amendment”) to replace previously existing financial covenants with amended financial covenants,
each defined in the November 2000 Consent and Amendment;

e total leverage ratio;

* interest coverage ratio;

* fixed charge coverage ratio;

* ratio of total indebtedness to total capitalization;

s minimum EBIDTA,; and

* total beds occupied ratio.
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The November 2000 Consent and Amendment further provided that the Company: would be
required to use commercially reasonable efforts to complete a “capital raising event” on or before
June 30, 2001. A “capital raising event” was defined in the November 2000 Consent and
Amendment as any combination of the following transactions, which together would result in net
cash proceeds to .the Company of $100.0 million:

¢ an offering of the Company’s common stock through the distribution of rights to the
Company s existing stockholders;

s any other offermg of the Company’s common stock or certain types of the Company’s
preferred stock;

. 1ssua_nces by the Company of unsecured, subordinated indebtedness provid_in'g' for in-kind
payments of principal and interest until repayment of the Senior Bank Credit Facility;

* certain types of asset sales by the Company, including the sale-leaseback of the Company's
o _headquarters “but cxcmdmg the securitization of lease payments (or other smniar transactmn)
' wﬁh rf:spect tO the Agecmﬁ faczhty .

The Nevem’ber 200{) Consent and Amendment also contamed inmtatmns upon the use of proceeds
ebtained from the completion of such "capital raising events." The requirements reiatmg to "capital
raising events" contained in the November 2000 Consent and Amendment replaced the requirement
contained in the Senior Bank Credit Facility that the Company use commercially reasonable efforts
to consummate a rights offering on or before December 31, 2000. -

The Company had considered a distribution of rights to purchase common or preferred stock to the
Company’s existing stockholders, or an equity investment in the Company from an outside investor.
However, the Company determined that it was not commerczaily reasonable to issue additional
. _eqmty or - debt securmcs other ‘than - those: ‘securities for . which the Company had aiready-; -

'.cantxactuaily agrced to isstie, mciudmg pnmanly the issuance {af shares of the Compan o
stock in connection with the settlenient of ‘the Company’s' stockholder litigation, as more ﬁllly' '
discussed in Note 21. Further, as a result of the Company’s restructuring during the third and fourth
quarters of 2000, prior to the completion of the audit of the-Company’s 2000 financial statements
and the filing of the Cempany s Annual Report on Form 10-K for the year ended December 31,
2000 with the SEC on April 17, 2001, the Campany was unable to provide the SEC with the'
requisite financial information requzrad to be included in a regzstratien staternent. Thcrefore even if
the: Cempany had - been able to negotiate a pubhc or private sale of its equity securities .on
commercially reasonable terms, the Company s inability to obfain an effective SEC registration
statement with respect to such securities prior to April 17, 2001 would have effectively prohibited
any such transaction. Moreover, the terms of any private sale of the Company’s equity securitics
likely would have included a requirement that the Company register with the SEC the-resale of the
Company’s securities issued to a private purchaser thereby also making it impossible to complete
any private issuance of its securities. Due to the fact that the Company would have been unable fo
obtain an effective registration statement, and therefore, would have been unable to make any public
issuance of its securities (or any private sale that included the right of resale), any actions prior to
April 17, 2001 to complete a capital raising event through the sale of equity or debt securities would
have been futile.

Although the Company would have technically been able to file a registration statement with the
SEC following April 17, 2001, the Company believes that various market factors, including the
depressed market price of the Company’s common stock immediately preceding April 17, 2001, the
pending reverse stock split required to maintain the Company’s continued NYSE listing, and the
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uncertainty regarding the Company’s maturity of the revolving loans under the Senior Bank Credit
Facility, made the issuance of additional equity or debt securities commercially unreasonabie.

Because the issuance of additional equity or debt securities was deemed unreasonable, the Company
determined that the sale of assets represented the most effective means by which the Company
could satisfy the covenant. During the first and second quarters of 2001, the Company completed
the sale of its Mountain View Correctional Facility for approximately $24.9 million and its Pamlico
Correctional Facility for approximately $24.0 million, respectively. During the fourth quarter of
2001, the Company completed the sale of its Southern Nevada Women’s Correctional Facility for
approximately $24.1 million and is actively pursuing the sales of additional assets. As a result of
the foregoing, the Company believes it demonstrated commercially reasonable efforts to complete
the $100.0 million capital raising event as of June 30, 2001. Under terms of the December 2001
Amendment and Restatement, further described below, the Company’s obligation to complete the
capital raising event was removed. '

The mamnneg of the loans under the Senior Bank Credit Facility remained unchanged as a result-of -
the November 2000 Consent and Amendment. No event of default was declared due to the
amcndment of‘the financial covenants obtained in connection with the November 2000 Consent and
Amendrnﬁn_i_ As a result of the November 20(_)0_ Co_nsfmt and Amendment, the interest rate
applicable to the Company’s Senior Bank Credit Facility remained unchanged from the rate
stipulated in the June 2000 Waiver and Amendment. This applicable rate, however, was subject to
(1} an increase of 25 basis points (0.25%) on July 1, 2001 if the Company had not prepaid $100.0
million of the outstanding loans under the Senior Bank Credit Facility, and (ii) an increase of 50
basis points (0.50%) on October 1, 2001 if the Company had not prepaid an aggregate of $200.0
million of the loans under the Senior Bank Credit Facility.

The Company satisfied the condition to prepay, prior to July 1, 2001, $100.0 million of outstanding

. - loans under the Senior Bank Credit Facility through the apphcatlen ef proceeds from the sale of the.
- Mountain View Correcnonal Facility, the Pamlico’ Correctional’ Facﬂity and the' compiction of the

Agecroft transaction, and through ‘the lump sum pay-down of $35.0 million of outstanding loans

under the Senior Bank Credit Facility with cash on hand. Although the Company applied additional

proceeds from the sale of the Southern Nevada Women’s Correctional Facility to further pay-down
the Senior Bank Credit Facxhty, the' Company did not satisfy the condition to prepay, prior to

October 1, 2001, $200.0 million of outstanding loans under the Senior Bank Credit Facility. ‘As a

result, the interest rates .under the Senior Bank Credit Facility were increased by 0.50% until the

Senior Bank Credit Facility was amended and restated in December 2001, as further discussed

below.

Amendments in 2001. In January 2001, the requisite percentage of the Company’s senior lenders
under the Senior Bank Credit Facility consented to the Company’s issuance of a promissory note
(described in Note 21) in partial satisfaction of its requirements under the definitive settlement
agreements relating to the Company’s then-outstanding stockholder litigation (the “January 2001
Consent and Amendment”). The January 2001 Consent and Amendment also modified certain
provisions of the Semior Bank Credit Facility to permit the issuance of the promissory note.

In March 2001, the Company obtained an amendment to the Senior Bank Credit Facility which: (i)
changed the date the securitization of lease payments (or other similar transaction) with respect to
the Company’s Agecroft facility was required to be consummated from February 28, 2001 to March
31, 2001; (ii) modified the calculation of EBITDA used in calculating the total leverage ratio, to
take into effect any loss of EBITDA that may result from certain asset dispositions, and (3i1)



modified the minimum EBITDA covenant to permit a reduction by the amount of EBITDA that
certain asset dispositions had generated.

The securitization of lease payments (or other similar transaction) with respect to the Company's
Agecroft facility did not close by the required date. However, the covenant allowed for a 30 day
grace period during which the lenders under the Senior Bank Credit Facility could not exercise their
rights to declare an event of default. On April 10, 2001, prior to the expiration of the grace period,
the Company consummated the Agecroft transaction through the sale of all of the issued and
outstanding capital stock of Agecroft Properties, Inc., a wholly-owned subsidiary of the Company,
and used the net proceeds to pay-down the Senior Bank Credit Facility, thereby fulfilling the
Company's covenant requirements with respect to the Agecroft transaction.

The Senior Bank Credit Facility also contains a covenant requiring the Company to provide the
lenders with audited financial statements within 90 days of the Company's fiscal year-end, subject
to an additional five-day grace period. Due to the Company's attempts to close the Agecroft
transaction, the Company did not provide the audited financial statements within the required time
period.” However, the Cempany obtained a waiver from the lenders under the Senior Bank Credit
Facility of this financial reporting requirement. This waiver also cured the resulting cross-default
under the Company’s $4__1 1 million convertible subordinated notes. During the third quarter of
2001, the Company also obtained waivers from the lenders under the Senior Bank Credit Facility'to
permit the settlement of the Fortress/Blackstone litigation, as further described in Note 21, and to
pay a one-time dividend with respect to the Senies A Preferred Stock, which was paid on October
15, 2001 as discussed in Note 14,

December 2001 Amendment and Restatement. During December 2001, the Company completed an
amendment and restatement of the Senior Bank Credit Facility (the “December 2001 Amendment
and Restatement”). As part of the December 2001 Amendment and Restatement, the existing
$269.4 million reveiwng portion of the. Senior Bank Credit Facility, which was to mature on
: -_January 1, 2(}@2 was repiaced with a term: loan .of the same-.amount’ matutmg on Dec&mber 3L

2002, to coincide with the' ma’tunty of other term loans under the Senior Bank Credit Facility. '

Pursuant to terms of the December 2001 Amendment and Restatement, all loans under the Senior
Bank Credit Facility bear interest at a variable rate of 5.5%.over LIBOR, or 4.5% over the base rate,
at the Company s option, through June 30, 2002, Following June 30, 2002, the applicabie interest
rate for all loans under the Senior Bank Credit Facllny will increase to 6.5% over LIBOR, or 5. 5%
over the base rate, at the Company’s option. Tn-the event the Company is unable to refinance the
entire Senior Bank Credit Facility prior to July t, 2002, the Company will also be required to pay
the lenders under the Senior Bank Credit Facility an additional fee equal to 1.0% of the amounts
then outstanding under the Senior Bank Credit Facility.

As a result of the December 2001 Amendment and Restatement, certain financial and non-financial
covenants were amended, including the removal of prior restrictions on the Company’s ability to
pay cash dividends on shares of the Company’s issued and outstanding Series A Preferred Stock,
including all dividends in arrears. Subsequent to December 31, 2001, the Company paid §12.9
million to sharcholders of Series A Preferred Stock. See Note 14 for further discussion of
distributions to stockholders.

At December 31, 2001, the Company believes it was in compliance with all covenants under the
Senior Bank Credit Facility. Management has prepared financial projections for 2002, which
indicate the Company will continue to remain compliant with its debt covenants. In addition,
management continues to pursue additional asset sales and new contract awards. Based upon these
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additional factors, management has begun pursuing a!tematwes to refinance the Senior Bank Credit
Facility scheduled to mature December 31, 2002.

The Company believes that it will be able to complete a refinancing of the Senior Bank Credit
Facility during the first half of 2002 through senior secured bank debt or through a combination of
senior secured bank debt and senior unsecured debt even without the sale of additional assets or
contract awards. However, there can be no assurance that the Company will be able to meet its
financial projections for 2002, sell additional assets, obtain new contract awards or complete a
refinancing of the Senior Bank Credit Facility prior to its maturity on December 31, 2002, on
commercially reasonable or other terms. Unsuccessful attempts to refinance the Senior Bank Credit
Facility, or events of default which result in the acceleration of all or a substantial portion of the
Company’s outstanding debt, would have a material adverse effect on the Company’s liquidity and
financial position. The Company does not have sufficient working capital resources to satisfy it
debt obligations in the event of an acceleration of all or a substantial portion of the Company’s
outstanding debt. The Senior Bank Credit Facility is secured by all of the Company’s iangﬂ:ie ané
mtanglble assets.

Durmg 3999 the Company mcuzred costs of $59 2 mziimn in consummating the Credlt Facxliiy and :
the:Senior Bank Credit Facility transactions, including $4I 2 million related to the amendment and
restatement.  The Company wrote-off $9.0 million of expenses related to the Credit Facility &pun
completion of the amendment and restatement, in addition to $5.6 million of other debt financing
costs written-off in 1999. During 2000 the Company incurred and capitalized approximately $9.0
million in consummating the June 2000 Waiver and Amendment, and $0.5 million for the
November 2000 Consent and Amendment. During 2001, the Company incurred and capitalized
approximately $5.8 million in consummating the 2001 December Amendment and Restatement,

In accordance with the terms of the Senior Bank Credit Facility, the Company entered. into certain .

L .swap arrangemmts guaranteeing that it will not pay an index rate greater than 6.51% on outstandmg

& es of 2 t:_-.least $325.0 million thmugh December 31, 2002. The effect of these arrangements is
: recegmzed: in interest expense and in the change in fair value of derivative instruments, as further-
described in Note 17.

$100.0 Million Senior Notes -

On June 11, 1999, the Company completed its offering of $100.0 million aggregate principal
amount of 12% Senior Notes due 2006 {the "Senior Notes"). Interest on the Senior Notes is paid
semi-annually in arrears, and the Senior Notes have a seven year non-callable term due June 1,
2006. Net proceeds from the offering were approximately $95.0 million, after deducting expenses
payable by the Company in connection with the offering. The Company used the net proceeds from
the sale of the Senior Notes for general corporate purposes and to repay revolving bank borrowings
under the Senior Bank Credit Facility. At any time prior to June 1, 2002, the Company may, at its
option, on any one or more occasions redeem up to 35% of the aggregate principal at a redemption
price equal to 112% of the principal amount thereof, with the proceeds of one or more equity
offerings, subject to certain restrictions. :

The Company has made all required interest payments under the terms of the Senior Notes, and
currently believes it is in compliance with all of its covenants. The indenture governing the Senior
Notes contains cross-default provisions, as further discussed below.




$41.1 Million Convertible Subordinated Notes

On January 29, 1999, the Company issued $20.0 million of convertible subordinated notes due
December 2008, with interest payable semi-annually at 9.5%. This issuance constituted the second
tranche of a commitment by the Company to issue an aggregate of $40.0 million of convertible
subordinated notes, with the first $20.0 million tranche issued in December 1998 under substantiaﬂy
similar terms. The convertible subordinated notes (the “$40.0 Million Convertible Subordinated
Notes”) require that the Company revise the conversion price as a result of the payment of a -
dividend or the issuance of stock or convertible securities below market price. Additionally, the
notes are non-callable but are redeemable on or following January 1, 2005, at a redemption price
equal to 100% of the principal amount thereof.

During the first and second quarters of 2000, certain existing or potential events of default arose
under the provisions of the note purchase agreement relating to the $40.0 Million Convertible
Subordinated Notes as a result of the Company's financial condition and a "change of control”
arising from the Company's execution.of cerfain securities purchase agreements with respect to-the
-'pmposeé restructuring, . This “change of control” gave rise to- the right of MDP, the holder of the
notes, 1o require the Company to repumhase the notes at a price of 105% of the aggregate prmmpal
amount of such notes: within 45 days after the provision of written notice by such holders 1o the”
'Campany In addition the Company's defaults under the provisions of the note purchase agreement:
gave rise to the right of the holders of such notes to require the Company to pay an applicable
default rate of interest of 20.0%. In addition to the default rate of interest, as a resuit of the events
of default, the Company is obligated, under the original terms of the $40.0 Million' Convertible
Subordinated Notes, to pay the holders of the notes contingent interest sufficient to permit the
holders to receive a 15.0% rate of return (increased by 0.5%, as further discussed below), excluding
the effect of the default rate of intercst, on the $40.0 million principal amount. The contingent
interest is payable upon each of December 31, 2003 and upon repayment of the notes, unless the
_holders of the notes elect to convert the notes into the Company's common stock under the terins of

el ;‘%he note purchase agreement or unless the price: of the. ‘Company’s common stock meets or cxceeds o
" a “target price” as defined in the note purchase agreement. Such contingent interest was retroactive

to the date of issuance of the notes. The contingent interest accrual as of December 31, 2(301
amounied to $8.7 mﬂlzon

In m‘der to. address the events of default discussed ab«)ve, on June 30, 2000, the Company and MEP
executed a waiver and amendment to the provisions of. the note: purchase agreement governing: the
notes. This waiver and amendrent provided for a waiverof all exastmg events of default under the
provisions of the note purchase agreement In addition, the waiver and amendment to the note
purchase agreement amended the economic terms of the notes to increase the applicable interest rate
of the notes by 0.5% per annum from 9.5% to 10.0%, and adjusted the conversion price of the notes
to a price equal fo 125% of the average high and low sales price of the Company's common stock
on the NYSE for a period of 20 trading days immediately following the earlier of (i) October 31,
2000 or (ii) the closing date of the Operating Company Merger. The waiver and amendment also
increased the contingent interest rate to 15.5% retroactive to the date of issuance of the notes. In
addition, the waiver and amendment to the note purchase agreement provided for the replacement of
financial ratios applicable to the Company. The conversion price for the notes has been established
at $11.90 (as adjusted for the reverse-stock split in May 2001), subject to adjustment in the future
upon the occurrence of certain events, including the payment of dividends and the issuance of stock
at below market prices by the Company. Under the terms of the waiver and amendment, the
distribution of the Company's Series B Preferred Stock during the fourth quarter of 2000 did not
cause an adjustment to the conversion price of the notes. In addition, the Company does not believe
that the distribution of shares of the Company's common stock in connection with the settlement of

F-52




all outstanding stockholder litigation agamsi the Company, as further discussed in Note 21, will
cause an adjustment fo the conversion price of the notes. MDP, however, has indicated its bchef
that such an adjustment is required. At an adjusted conversion price of $11.90 (as adjusted for the
reverse stock split in- May 2001), the $40.0 Million Convertible Subordinated Notes are convertible
into approximately 3.4 million shares (as adjusted for the reverse stock split in May 2001) of the
Company s common stock.

In conn_'ectxon with the waiver and amendment to the note purchase agreement, the Company issued
additional convertible subordinated notes containing substantially. similar terms in the aggregate
principal amount of $1.1 million (collectively with the $40.0 Million Convertible Subordinated
Notes, the “$41.1 Million Convertible Subordinated Notes™), which amount represented all interest
owed at the defauit rate of interest through June 30, 2000. These additional notes were convertible,
at an adjusted conversion price of $11.90 (as adjusted for the reverse-stock Spilt in May 2001}, into
an additional 0.1 million shares (as adjusted for the reverse-stock split in May 2001} of the
Company’s common stock. After giving consideration to the issuance of these additional notes, the
Company. has made all required interest. payments under the $40.0 Million Convertible :
-Subordinated" Netes . On January 14, 2@02 ‘MDP converted the $1.1 million cenvembie' '
= _subordmated notﬁs mio apprex;mateiy 0.1 mﬂimn shares of common stock. R

Undﬁr tha terms Qf the registratlon nghts agreemcm betwecn the Cempany and the holders of the
$41.1 Million Convertible Subordinated Notes, the Company is required to use its best efforts to file
and maintain with the SEC an effective shelf registration statement covering the future sale by the
holders of the shares of common stock to be used upon conversion of the notes. As a resultof the
compl&t;on of the Restructuring, as prevwnsiy discussed heremn, the Company was unable to file
such a registration statement with the SEC prior to the filing of the Company’s 2000 Form .10-K
with the SEC on April 17, 2001. Following the filing of the Company’s Form 10-K, the Company
commenced negotiations with MDP with respect to an amendment to the registration rights
agreement to defer the Company’s obligations to- use its best efforts to. file and maintain the

.- registration statement.’ “MDP. later informed the Campany that it would not complete such an -

“amendment. As a result; the Company completed and filed a shelf reglstratzon statement with the
SEC on September 13, 2001, which became effective September 26, 2001, in compliance with this
obl:gation

Ti’lﬂ Ccmpany currentiy beheves itis in cumpllance with all covenants under the provisions: of the
$40.0 Million: Convembk: Subordmated Notes, as amended. There can be no assurance, however
that the Company will be able to remain in compliance with all covenants under the provisions of
the $40.0 Million Convertible Subordinated Notes. The provisions of the note purchase agreement
governing the $40.0 Million Convertible Subordinated Notes contain cross-default provisions as
further discussed below.

£30.0 Million Convertible Subordinated Notes

The Company’s $30.0 million convertible subordinated notes due February 2005 (the “$30.0
Millien Coﬁyertibie Subordinated Notes”), which were issued to PMI Mezzanine Fund, L.P.
(“PMTI”) on December 31, 1998, require that the Company revise the conversion price as a result of
the payment of a dividend or the issuance of stock or convertible securities below market price.

Certain existing or potential events of default arose under the provisions of the note purchase
agreement relating to the Company's $30.0 Miilion Convertible Subordinated Notes as a result of
the Company's financial condition and as a result of the Restructuring. However, on June 30, 2000,
the Company and PMI executed a waiver and amendment to the provisions of the note purchase
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agreement governing the notes. This waiver and amendment provided for a waiver of all existing
events of default under the revisions of the note purchase agreement. In addition, the waiver and
amendment to the note purchase agreement amended the economic terms of the notes to increase
the applicable interest rate of the notes by 0.5% per annum, from 7.5% fo 8.0%, and adjusted the
conversion.price of the notes to a price equal to 125% of the average closing price of the Company's
common stock on the NYSE for a period of 30 trading days immediately following the earlier of (i)
October 31, 2000 or (ii) the closing date of the Operating Company Merger. In addition, the waiver
and amendment to the note purchase agreement provided for the replacement of financial ratios
applicable to the Company.

The conversion price for the notes has been established at $10.68 (as adjusted for the reverse stock
split in May 2001), subject to adjustment in the future upon the occurrence of certain events,
including the payment of dividends and the issuance of stock at below market prices by the
Company. Under the terms of the waiver and amendment, the distribution of the Company's Series
B Preferred Stock during the fourth quarter of 2000 did not cause an adjustment to the conversion
price of the notes. However, the distribution of shares of the Company’s common stock “in
connection with the seftlement of all outstanding stockholder litigation against the Company, as
further discussed in Note 21, will cause an adjustment to the conversion price of the notes in an
amount to be determined’ at the time. shares of the ‘Company's common stock are distributed-
pursuant to the settlement. However, the ultimate adjustment to the conversion ratio will depend on
the number of shares of the Company’s commeon stock outstanding on the date of issuance of the
shares pursuant to the stockholder litigation settlement. In addition, since all of the shares have not
been issued simultaneously, multiple adjustments to the conversion ratio will be required: The
Company currently estimates that the $30.0 Million Convertible Subordinated Notes will be
convertible into approximately 3.4 million shares (as adjusted for the reverse stock sphit in. May
2001) of the Company's common stock once all of the shares under the stockholder litigation
settlement have been issued.

* At any time after February 28, 2004, the Company-may require the holder of the notes to convertall.

'~ or a portion of the principal amount of the indebtedness into shares of common stock if, at such
time, the current market price of the common stock has equaled or exceeded 150% of the
conversion price for 45 consecutive trading days.

At December 31, 2000, the Company was in defaultunder the terms of the note purchase agreement
governing the $30.0 Million Convertible Subordinated Notes. The default related to the Company’s
failure to comply with the total leverage ratio financial covenant. However, in March 2001, the

“Company and PMI executed a waiver and amendment to the provisions of the note purchase
agreement governing the notes. This waiver and amendment provided for a waiver of all existing
events of default under the provisions of the note purchase agreement and amended the financial
covenants applicable to the Company. :

The Company has made all required interest payments under the $30.0 Million Convertible
Subordinated Notes. The Company currently believes it is in compliance with all covenants under
the provisions of the $30.0 Million Convertible Subordinated Notes, as amended. There can be no
assurance, however, that the Company will be able to remain in compliance with all of the
covenants under the provisions of the $30.0 Million Convertible Subordinated Notes. The
provisions of the note purchase agreement governing the $30.0 Million Convertible Subordinated
Notes contain cross-default provisions as further discussed below.




$50.0 Million Revelving Credit Facility

On September 15, 2000, Operating Company entered into a $50.0 million revelving credit facility
with Lehman (the “Operating Company Revolving Credit Facility”). This facility, which bears
interest at an applicable prime rate, plus 2.25%, was secured by the accounts receivable and all
- other assets of Operating Company. This facility, which matures on December 31, 2002, was
assumed by a wholly-owned subsidiary of the Company in connection with the Operating Company
Merger. As of December 31, 2001, the Company had no outstanding balance on the facility.

Other Debt Transactions

At December 31, 2001 and 2000, the Company had $5.5 million and $2.2 million in letters of credit,
respectively. The letters of credit were issued to secure the Company's workers’ compensation
insurance policy, performance bonds and utility deposits. The Company is required to maintain

cash collatera] for the letters of credit.

The Company {:apxtahzed interest of $8.3 million and $37.7 million in 2000 and 1999, respectwely
No interest was capitalized durmg 2001.

Debt maturities for the next five years and thereafter are (in thousands):

2002 $ 792,009
2603 1,228
2004 126
2005 30,139
2006 100,098
Thereafter 40,600

g 963,600
‘Cross-default Provisions

The provisions of the Company's debt agreements related to the Senior Bank Credit Facility, the
$40.0 Million Convertible Subordinated Notes, the $30.0 Million Convertible Subordinated Notes
and the S@nmr Notes contain certain crass-default provisions. Any events of default under the
Senior Bank Credit Facﬁlty which give rise to the ability of the lenders under the Senior Bank
Credit Faczhty to exercise their acceleration rights- result in an event of default under the Company's
$40.0 Million Convertible Subordinated Notes. Any events of default under the Senior Bank Credit
Facility that results in the lenders’ actual acceleration of ameunts outstanding thereunder also result
in an event of default under the Company’s $30.0 Million Convertible Subordinated Notes and the
Senior Notes. Additionally, any events of default under the $40.0 Million Convertible Subordinated
Notes, the $30.0 Million Convertible Subordinated Notes and the Senior Notes which give rise to
the ability of the holders of such indebtedness to exercise their acceleration rights also result in an
event of default under the Senior Bank Credit Facility.

If the Company were to be in default under the Senior Bank Credit Facility, and if the lenders under
the Senior Bank Credit Facility elected to exercise their rights to accelerate the Company's
obligations under the Senior Bank Credit Facility, such events could result in the acceleration of all
or a portion of the Company’s $40.0 Million Convertible Subordinated Notes, the $30.0 Million
Convertible Subordinated Notes and the Senior Notes, which would have a material adverse effect
on the Company’s liquidity and financial position. Additionally, under the Company’s $40.0
Million Cenvertible Subordinated Notes, even if the lenders under the Senior Bank Credit Facility
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did not exercise their acceleration rights, the holders of the $40.0 Million Convertible Subordinated
Notes could require the Company to repurchase such notes upon an event of default under the
Senior Bank Credit Facility permitting acceleration. The Company does not have sufficient
working capital to satisfy its debt obligations in the event of an acceleration of all or a substantial
portion of the Company’s outstanding indebtedness.

INCOME TAXES

Prior to 1999, Old CCA, the Company’s predecessor by merger, operated as a taxable subchapter C
corporation. The Company elected to change its tax status from a taxable corporation to a REIT
effective with the filing of its 1999 federal income tax return. As of December 31, 1998, the
Company’s balance sheet reflected $83.2 million in net deferred tax assets. In accordance with the
provisions of SFAS 109, the Company provided a provision for these deferred tax assets, excluding
any estimated tax hiabilities required for prior tax periods, upon completion of the 1999 Merger and
the election to be taxed as a REIT. As such, the Company’s results of operations reflect a provision
for income taxes of $83.2 million for the year ended December 31, 1999. However, due to New
Prison Reaity s-tax status as a REIT, New Prison Realty recorded no income tax provision or
benefit re}aied to operations for the year ended December 31, 1999.

In connection with the Restmcturing, on September 12, 2000 the Company’s stockhelders approved
an amendment to the Company’s charter to remove provisions requiring the Company to elect to
qualify and be taxed as a REIT for federal income tax purposes effective January 1, 2000. As a
result of the amendment to the Company’s charter, the Company is taxed as a taxable subchapter C
corporation beginning with its taxable year ended December 31, 2000. In accordance with the
provisions of SFAS 109, the Company was required to establish current and deferred tax assets and
liabilities in its financial statements in the period in which a change of tax status occurs. As such,
the Ccmpany s benefit for income taxes for the year ended December 31, 2000 includes the
provision associated with establishing the deferred tax assets and liabilities in connection with. the. -
change in tax status durmg the third quaﬁer of 260{) net ofa vaiuatmn ailowance -applied to ceuam -
deferred tax assets. '

The provision (benefit) for income taxes is comprised of the following components (in thousands):

For the years ended December 31,

2001 2000 1969
~ Current provision (henefit)

Federal $ - 3 (26,593 3 -
State 4,667 586 -
4,667 (26,607) -

Deferred provision (benefit)
Federal (3,169) {19,739) 74,664
State ’ (362) {2,256} 8,536
(3.531) (21,995) 83,200
Provision (benefit) for income taxes S 1,136 $ (48,001 3 83,200




Significant components of the Company’s deferred tax assets and liabilities as of December 31,
2001 and 2000, are as follows (in thousands):

2601 2000
Current deferred tax assets:
Asset reserves and Habilities not yet deductible for tax $ 17,333 $ 24,894
Less valuation allowance {17,333) (24,894)
Net total current deferred tax assets b3 - 3 -
Noncurrent deferred tax assets:
Asset reserves and liabilities not yer deductible for tax $ 10,394 $ 4,634
Tax over book basis of certain assets 21,799 41,923
Net operating loss carryforwards 82,369 56,115
Other 18,632 - 8,743
Total noncurrent deferred tax assets 133,194 111,415
Less vaiuanon allawance {133,194) (111,415}
Net mncurrent dcferreci tax assets ' - -
Noncurrent deferr{eé_ 't_ax _'igab_:ht_ws: _
Book over tax basis.of cerfain asscts 4,975 6,556
Basis difference in sale of investment 49,839 . 49,835
Other 1,697 53
Total noncurrent deferred tax Habiiities i 56,511 56,450
Net noncurrent deferred tax Habilities $ 56,511 % 56,450

Deferred income taxes reflect the net tax effects of temporary differences between the carrying
amounts of assets and labilities' for financial reporting purposes and the amounts used for income
tax. purposes.: Realization of the future tax benefits related to deferred tax assets is dependent on
- many factors, mciudmg the. Gempany 8 abihty to. generate taxabie income within the net operating’
1oss carryforward period. Management has considered these factors in assessing the valuation:
allowance for financial reporting purposes. In accordance with SFAS 109, the Company has

provided a valuation allowance to teserve the deferred tax assets. At December 31, 2001, the

Company- had net operating loss carryforwards for income tax purposes totaling approxxmatciy

$211.2 million available to offset future taxable income. -The carryforward period begins expiring :
in 2009.

A reconciliation of the income tax expense (benefit) at the statutory income tax rate and the
effective tax rate as a percentage of pretax income (loss) for the years ended December 31, 2001
and 2000 is as follows:

2001 2000
Statutory federal rate 35.6% (35.0¥%
State taxes, net of federal tax benefit 4.0 : (4.0}
Puerto Rico taxes 10.5 -
Change int tax stafus - 12.5
Permanent differences {primarily related to stockholder
litigation and sale of a subsidiary) {51.6) 59
Change in valuation allowance 6.1 12.2
Other items, net 0.2 2.2
4.2% (6.2)%
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On March 9, 2002, the “Job Creation and Worker Assistance Act of 2002” was signed into law.
Among other changes, the law extends the net operating loss carryback period to five years from
two years for net operating losses arising in tax years ending in 2001 and 2002, and allows use of
net operating loss carrybacks and carryforwards to offset 100% of the alternative minimum taxable
income. The Company experienced net operating losses during 2001 resulting primarily from the
sale of assets at prices below the tax basis of such assets. Under terms of the new law, the Company
will be able to utilize its net operating losses to offset taxable income generated in 1997 and 1996.
As a result of this tax law change in 2002, the Company will be due an income tax refund of
approximately $30.0 million, which will be reflected as an income tax benefit during the first
quarter of 2002.

DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES

SFAS 133, as amended, establishes accounting and reporting standards requiring that every
derivative instrument be recorded in the balance sheet as either-an asset or liability measured, at its
fair value. SFAS 133, as amended, requires that. changes in a-derivative's fair value be recognized
cmrently in earnings unless speczﬁc hedge accounting criteria are met. SFAS 133, as amended, was
issued in June 1998, and was effective for fiscal quarters of fiscal years ‘beginning after June 15,

2000, The Company adopted SFAS 133, as amended effectwe Ianuary 1, 2001. The Campany 3

derivative instruments include ‘an interest rate ‘swap- agreement and an 8.0%, $26.1 million
promissory note due in 2009, issued December 31, 2001, in conjunction with the settlement in
federal court of a series of stockholder lawsuits against the Company and certain of its existing and
former directors and executive officers, as further discussed in Note 21. Upon issuance, the
Company’s derivative instruments will also include an 8.0%, $2.9 million promissory note due in
2009, expected to be issued in conjunction with the issuance of shares of common stock to plaintiffs
arising from the state court portion of the stockholder litigation settlement. The issuance of these
shares and consequenﬂy the promzssory note, is expected to occur during the first half of 2002.

' In accordanca with the terms of the Sf:mor Bank Cmdzt Facihty, the Company. entereé mto certami :
_.swap arrangements in order to hedge the variable interest rate associated with- portions of the debt.

The swap arrangements fix LIBOR at 6.51% (prior to the applicable spread) on outstanding
balances of at least $325.0 million through December 31, 2002. The difference between the
ﬂoatmg rate and the swap rate isreco gnzzed in mterest expense

The Company has elected not to attempt to. meet the'h’edge accaunting criteria for the interest rate
swap agreement under' SFAS 133, as amended, and has reflected in earnings the change in the
estimated fair value of the interest rate. swap agreement.  As.of December 31, 2001, due to a
reduction in interest rates since entering into the swap agreement, the interest rate swap agreement
had a negative fair value of $13.6 million. This negative fair value consists of a transition
adjustment of $5.0 million for the reduction in the fair value of the interest rate swap agreement
from its inception through the adoption of SFAS 133 on. January 1, 2001 reflected in other
comprehensive income (loss) effective January 1, 2001 and a decrease in the fair value of the swap
agreement of $8.6 million reflected in earnings for the year ended December 31, 2001.

In accordance with SFAS 133, as amended, the Company recorded an $11.1 million non-cash
charge for the change in fair value of the interest rate swap agreement for the year ended December
31, 2001, which includes $2.5 million for amortization of the transition adjustment. The
unamortized transition adjustment at December 31, 2001 of $2.5 million is expected to be included
in earnings as a non-cash charge, along with a corresponding increase to stockholders’ equity
through accumulated comprehensive income, over the remaining term of the swap agreement. The
non-cash charge of $11.1 million for the year ended December 31, 2001 is expected to reverse into
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earnings through increases in the fair value of the swap agreement, prior to the maturity of the swap
agreement on December 31, 2002, unless the swap is terminated in conjunction with a refinancing
of the Senior Bank Credit Facility. However, for each quarterly period prior to the maturity of the
swap agreement, the Company will continue to adjust the swap agreement to its estimated fair value
potentially resulting in additional non-cash charges or gains.

On December 31, 2001, approximately 2.8 million shares of the Company’s common stock were
issued, along with a $26.1 million promissory note, in conjunction with the final settlement of the
federal court portion of the stockholder litigation settlement. Under the terms of the promissory
note, the note and accrued interest became extinguished in January 2002 once the average closing
price of the common stock exceeded a “termination price” equal to $16.30 per share for fifteen
consecutive trading days following the issuance of such note. The terms of the note, which allow
the principal balance to fluctuate dependent on the trading price of the Company’s common stock,
create a derivative instrument that must be valued and accounted for under the provisions of SFAS
133. As a result of the extinguishment of the note in January 2002, management has estimated the

fair value of this derivative to approximate the face amount of the note, resulting in an asset being
‘recorded in the fourth quarter of 2001, The derivative asset offsets the face amount of the note in

the consolidated balance sheet as of December 31, 2001.

The state court portion of the stockholder litigation settlement has not yet been completed: however,
the settlement is expected to result in the issuance of approximately 0.3 million additional shares of
the Company’s common stock and a $2.9 million subordinated promissory note, which may also be
extinguished if the average closing price of the Company’s common stock meets or exceeds $16.30
per share for fifleen consecutive trading days following the note’s issuance and prior to its maturity
in 2009. Additionally, to the extent the Company’s common stock price does not meet the
termination price, the note will be reduced by the amount that the shares of common stock issued fo
the plaintiffs appreciate in value in excess of $4.90 per share, based on the average trading price of
the stock following the date of the note’s issuance and prior to the maturity of the note. If the

‘Temaining. promissory note is issued under the current térms, in accordance with SFAS 133, as’
amended, the Company will reflect in earnings the change in the estimated fair value of the

derivative included in the promissory note from quarter to quarter. Since the Company has
reflected the maximum obligation of the contingency associated with the state court portion of the
stockholder litigation in the accompanying consolidated balance sheet as of December 31, 2001, the
issuance of the note is currently expected to have a favorable impact on the Company’s
consolidated financial position and results of operations initially; thereafter, the financial statement
impact will fluctuate based on changes in the Company’s stock price. However, the impact cannot
be determined until the promissory note is issued and an estimated fair value of the derivative
included in the promissory note is determined.

EARNINGS (1.OSS) PER SHARE

In accordance with SFAS 128, basic earnings per share is computed by dividing net income (loss)
available to common stockholders by the weighted average number of common shares outstanding
during the year. Diluted earnings per share reflects the potential dilution that could occur if
securities or other contracts to issue common stock were exercised or converted into common stock
or resulted in the issuance of common stock that then shared in the earnings of the entity. For the
Company, diluted earnings per share is computed by dividing net income (loss), as adjusted, by the
weighted average number of common shares after considering the additional dilution related to
convertible subordinated notes, restricted common stock plans, and stock options and warrants.




A reconciliation of the numerator and denominator of the basic carnings per share computation to
the numerator and denominator of the diluted earnings per share computation is as follows (in
thousands, except per share data, which has also been adjusted for the reverse stock split in May
2001): '

2001 2000 1999

NUMERATOR
Basic and Diluted

Net income (foss) available to common stockholders S 5,670 3 (744,308) $ (81,254)
DENOMINATOR
Basic

Weighted average cornmon shares outstanding 24,380 13,132 11,510
Dituted:

Weighted average common shares outstanding 24,380 13,132 1,310
Stock options and ‘warrants _ 3 - -
Stockholder litigation” - . _ S 3402 : - o

'-:Rsstrii::ted:_'stqek_-_'.j- SR e X L - : "_

Weighted average shares and assumed conversion- SRR o S
-dihxted :_ ' L ' - . 28,392 13,132 11,510 .-

Basic eamings {loss) per share 5 023 S (5668 3 (7.06)
Drluted earnings (loss) per share $ 0.20 $ {56.68) 3 {7.06)

For the year ended December 31, 2001, the Company’s convertible subordinated notes were
convertible into 6.8 million shares of common stock (as adjusted for the reverse stock split in May
2001), using  the if-converted’ method. These incremental shares were excluded from the
computation of difuted earnings per share for the year ended December 31, 2001, as the effect of

- theivinclusion was anti-dilutive. .-

19.

" For the years 'éﬂdéd’ﬁé'(:érﬁber'?{i:,:2(}00' and '1'99'9',': the .Cdm';'aa'ﬁy's stock optiohs and warrants were

convertible into 0.1 million shares. of common stock (as adjusted for the reverse stock split in. May
2001), using the treasury stock method. For the years ended December 31, 2000 and 1999, the
Company’s convertible subordinated notes were convertible into 6.3 million and 0.3 million shares .
of common stoek, respectively (as adjusted for the reverse stock :split in May 2001), using the if-

cconverted method. . These incremental shares were excluded from the computation of diluted

earnings per share for the years ended December 31, 2000 and 1999 as the effect of their inclusion
was anti-dilutive.

STOCKHOLDERS’ EQUITY
Cemmon Stock

On January 11, 1999, the Company filed a Registration Statement on Form S-3 to register an
aggregate of $1.5 billion in value of its common stock, preferred stock, common stock rights,
warrants and debt securities for sale to the public (the “Shelf Registration Statement™). Proceeds
from sales under the Shelf Registration Statement were to be used for general corporate purposes,
including the acquisition and development of correctional and detention facilities. During 1999, the
Company issued and sold approximately 6.7 million shares of its common stock under the Shelf
Registration Statement, resulting in net proceeds to the Company of approximately $120.0 million.
The Shelf Registration Statement is not available for firther use by the Company.
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On May 7, 1999, the Company registered 10.0 million shares of the Company’s common stock for
issuance under the Company’s Dividend Reinvestment and Stock Purchase Plan (the “DRSPP™).
The DRSPP provided a method of investing cash dividends in, and making optional monthly cash
purchases of, the Company’s common stock, at prices reflecting a discount between 0% and 5%
from the market price of the common stock on the NYSE. During 1999, the Company issued
approximately 1.3 million shares under the DRSPP, with substantially all of these shares issued
under the DRSPP’s optional cash feature, resulting in proceeds of $12.3 million. The Company has
suspended the DRSPP.

At the Company’s 2000 annual meeting of stockholders held in December 2000, the holders of the
Company’s common stock appraved a reverse stock split of the Company’s common stock at a ratio
to be determined by the board of directors of the Company of not less than one-for-ten and not to
exceed one-for-twenty. The board of directors subsequently approved a reverse stock split of the
Company’s common stock at a ratio of one-for-ten, which was effective May 18, 2001,

As a result of the reverse stock split, every ten shares of the Company’s common stock issued and
outstanding immediately prior to the reverse stock split has been reclassified and changed into one
fully paid and nonassessable share of the Company’s common stock. The Company paid. its
tegistered common stockholders cash in lieu of issuing fractional shares in the reverse stock split-at -
a post reverse-split rate of $8.60 per share, totaling approximately $15,000. The number of
common shares and per share amounts have been retroactively restated in the accompanying
financial statements and these notes to the financial statements to reflect the reduction in common
shares and corresponding increase in the per share amounts resulting from the reverse stock split. In
conjunction with the reverse stock split, during the second quarter of 2001, the Company amended
its charter to reduce the number of shares of common stock which the Company was authorized to
issue to 80.0 million shares (on a post-reverse stock split basis) from 400.0 million shares (on a pre-
reverse stock split basis). As of December 31, 2001, the Company had 27.9 million shares of
common stock issued and outstanding (on a post-reverse stock split basis). et

" During 1995, 0ld CCA authorized the issuance of 29,500 shares of common stock (as adjusted for
the reverse stock split in May 2001) to certain key employees as a deferred stock award. The award
was to fully-vest ten years from the date of grant based on continuous employment with the
Company. The Company had been expensing the $3.7 million of awards over the ten-year vesting
period. Due'to the resignation or termination of these employees, these shares (along with an
additional 23,500 shares issued pursuant to an adjustment resulting from the issuance and
subsequent conversion of shares of the Series B preferred stock as discussed below) became fully
vested; therefore the Company expensed the unamortized portion of the award, totaling
approximately $1.8 million, during 2000,

Series A Preferred Stock

Upon its formation in 1998, the Company authorized 20.0 million shares of $0.01 par value
preferred stock, of which 4.3 million shares are designated as Series A Preferred Stock.

As discussed in Note 3, in connection with the 1999 Merger, Old Prison Realty shareholders
received one share of Series A Preferred Stock of the Company in exchange for each Old Prison
Realty Series A Cumulative Preferred Share. Consequently, the Company issued 4.3 million shares
of its Series A Preferred Stock on January 1, 1999. The shares of the Company’s Series A Preferred
Stock are redeemable at any time by the Company on or after January 30, 2003 at $25.00 per share,
plus dividends accrued and unpaid to the redemption date. Shares of the Company’s Series A
Preferred Stock have no stated maturity, sinking fund provision or mandatory redemption and are
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not convertible into any other securities of the Company. Dividends on shares of the Company’s
Series A Preferred Stock are cumulative from the date of original issue of such shares and are
payable quarterly in arrears on the fifteenth day of January, April, July and October of each year, to
shareholders of record on the last day of March, June, September and December of each year,
respectively, at a fixed annual rate of 8.0%.

As discussed in Notes 14 and 15, in connection with the June 2000 Waijver and Amendment, the
Company was prohibited from declaring or paying any dividends with respect to the Series A
Preferred Stock until such time as the Company had raised at least $100.0 million in equity. Asa
result, the Company had not declared or paid any dividends on its shares of Series A Preferred
Stock since the first quarter of 2000. Dividends continued to accrue under the terms of the
Company’s charter until the Company received a consent and waiver from its ienders under the
Senior Bank Credit Facility in September 2001, which allowed the Company’s board of directors to
declare a one-time dividend on the issued and outstanding Series A Preferred Stock, which was paid
on October 15, 2001, :

In connection with the December 2001 Amendment and Restatement of the Senior Bank Credit
Facility, certain financial and non-financial covenants were amended, including the removal of prior
restrictions on the Company’s ability to pay cash dividends on shares of its issued and outstanding
Series A Preferred Stock. Under the terms of the December 2001 Amendment and Restatement, the
Company is permitted to pay quarterly dividends on the shares of its issued and outstanding Series
A Preferred Stock, including all dividend in arrears. Seec Note 14 for further information on
distributions on the Company’s shares of Series A Preferred Stock.

Series B Preferred Stock

In order to satisfy the REIT distribution requirements with respect to its 1999 taxable year, during

ZQGD_-fhé-Compa_ny authorized an additional 30.0 million shares of $0.01 par value preferred stock, -
designated 12:0 million shares of such preferred stock as Series B Preferred Stock and subsequently’

issued approximately 7.5 million shares to holders of the Company’s common stock as a stock
dividend. :

The shares of Series B Preferred Stock issued by the Company provide for cumulative dividends
payable at a rate of 12% per year of the stock’s stated value of $24.46. The dividends are payable
‘quarterly in arrears, in additional shares of Series B Preferred Stock through the third quarter. of
2003, and in cash thereafter, provided that all accrued and unpaid cash dividends have been made
on the Company’s Series A Preferred Stock. The shares of the Series B Preferred Stock are callable
by the Company, at a price per share equal to the stated value of $24.46, plus any accrued
dividends, at any time after six months following the later of (i) three years following the date of
issuance or (ii) the 91st day following the redemption of the Company’s Senior Notes. The shares
of Series B Preferred Stock were convertible into shares of the Company’s common stock during
two conversion periods: (i) from Qctober 2, 2000 to October 13, 2000; and (ii) from December 7,
2000 to December 20, 2000, at a conversion price based on the average closing price of the
Company’s common stock on the NYSE during the 10 trading days prior to the first day of the
applicable conversion period, provided, however, that the conversion price used to determine the
number of shares of the Company’s common stock issuable upon conversion of the Series B
Preferred Stock could not be less than $1.00. The number of shares of the Company’s common
stock that were issued upon the conversion of each share of Series B Preferred Stock was calculated
by dividing the stated price ($24.46), plus accrued and unpaid dividends as of the date of conversion
of each share of Series B Preferred Stock, by the conversion price established for the conversion
period.




Approximately 1.3 million shares of Series B Preferred Stock issued by the Company on September
22, 2000 were converted during the first conversion period in October 2000, resulting in the
issuance of approximately 2.2 million shares of the Company’s common stock (as adjusted for the
reverse stock split in May 2001). The conversion price for the initial conversion period was
established at $1.48.

Approximately 2.9 million shares of Series B Preferred Stock issued by the Company on November
13, 2000 were converted during the second conversion period in December 2000, resulting in the
issuance of approximately 7.3 million shares of the Company’s common stock (as adjusted for the -
reverse stock split in May 2001). The conversion price for the second conversion period was
established at $1.00. The shares of Series B Preferred Stock currently outstanding, as well as any
additional shares issued as dividends, are not and will not be convertible into shares of the
Company's common stock.

During 2001, the Company issued 452,000 shares of Series B Preferred Stock in satisfaction of the
- regular quarterly distributions.. Additionally, as of December 31, 2001, the Company has accrued
~ ‘approximately $3.0 million of distributions on Series B Preferred Stock. 'See Note 14 for further

~information on distributions on the Company’s shares of Series B Preferred Stock.

During 2001, the Company issued 0.2 miltion shares of Series B Preferred Stock under two Series B
Preferred Stock restricted stock plans (the “Series B Restricted Stock Plans™), which were valued at
$2.0 million on the date of the award. The restricted shares of Series B Preferred Stock were
granted to certain of the Company’s key employees and wardens. Under the terms of Series B
Restricted Stock Plans, the shares in the key employee plan vest in equal intervals over a three-year
period expiring in May 2004, while the shares in the warden plan vest all at one time in May 2004.
During the year ended December 31, 2001, the Company expensed $0.4 million, net of forfeitures,
relating to the Series B Restricted Stock Plans,

In conmection with the Operating Company Merger, the Company issued warrants for
approximately 213,000 shares (as adjusted for the reverse stock split in May 2001) of the
Company’s common stock to acquire the voting-common stock of Operating Company. The
warrants issued. allow the hoider fo.purchase approximately 142,000 shares of the Company’s
common stock at an exercise price of $0.01 per share (as adjusted for the reverse stock split in May
2001) and ‘approximately 71,000 ‘shares of the Company’s common stock at an exercise price of
$14.10 ‘per share (as adjusted for the reverse stock split in May 2001). These warrants expire
September 29, 2005. Also in connection with the Operating Company Merger, the Company
assumed the obligation to issue up to approximately 75,000 shares of its common stock, at a price of
$33.30 per share (as adjusted for the reverse stock splitin May 2001), through their expiration date
on December 31, 2008. .

Treasury Stock

Treasury stock was recorded in 1999 related to the cashless exercise of stack options.

Stock Option Plans

The Company has equity incentive plans under which, among other things, incentive and non-

qualified stock options are granted to certain employees and non-employee directors of the
Company by the compensation committee of the Company’s board of directors. The options are
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